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Examination, M ay, 1963
EXAMINATION IN ACCOUNTING PRACTICE— PART I
May 15, 1963; 1:30 to 6:00  p.m.
All problems are required.
Number 1 (Estimated time —  40 to 50 minutes)
You are engaged in an audit of The Wayne Mfg. Co. for the year ended 
December 31, 1962. To reduce the workload at year end the Company took its 
annual physical inventory under your observation on November 30, 1962. The 
Company’s Inventory account, which includes raw material and work-in-process, 
is on a perpetual basis and the first-in, first-out method of pricing is used. There 
is no finished goods inventory. The Company’s physical inventory revealed that 
the book inventory of $60,570 was understated by $3,000. To avoid distorting 
the interim financial statements the Company decided not to adjust the book in­
ventory until year end except for obsolete inventory items.
Your audit revealed the following information regarding the November 30th 
inventory:
1. Pricing tests showed that the physical inventory was overpriced by $2,200.
2. Footing and extension errors resulted in a $150 understatement of the 
physical inventory.
3. Direct labor included in the physical inventory amounted to $10,000. Over­
head was included at the rate of 200% of direct labor. You determined that the 
amount of direct labor was correct and the overhead rate was proper.
4. The physical inventory included obsolete materials recorded at $250. During 
December these obsolete materials were removed from the inventory account by 
a charge to Cost of Sales.
Your audit also disclosed the following information about the December 31st 
inventory:
1. Total debits to certain accounts during December are listed below:
December
Purchases .................................................................................................... $24,700
Direct labor .............................................................................................  12,100
Manufacturing expense ..........................................................................  25,200
Cost of sales .................................................................................................. 68,600
2. The cost of sales of $68,600 included direct labor of $13,800.
3. Normal scrap loss on established product lines is negligible. However, a 
special order started and completed during December had excessive scrap loss of 
$800 which was charged to Manufacturing Expense.
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Required:
a. Compute the correct amount of the physical inventory at November 30, 1962.
b. Without prejudice to your solution to part “a,” assume that the correct 
amount of the physical inventory at November 30, 1962 was $57,700. Compute 
the amount of the inventory at December 31, 1962.
c. Compute the amount of the over- or underabsorbed overhead at December 
31, 1962.
Number 2 (Estimated tim e— 40 to 50 minutes)
The Jones Furniture Company uses a standard cost system in accounting for its 
production costs.
The standard cost of a unit of furniture follows:
Lumber, 100 feet @ $150 per 1,000 f e e t ............................................. $15.00
Direct labor, 4 hours @ $2.50 per h o u r ............................................... 10.00
Manufacturing overhead:
Fixed (30% of direct labor) ............................................. $3.00
Variable (60% of direct labor) ........................................  6.00 9.00
Total unit cost ...................................................................................  $34.00
The following flexible monthly overhead budget is in effect:
Direct Labor Hours Estimated Overhead
5,200 ............    $10,800
4,800 .................................................................................................. 10,200
4,400 ..................................................................................................  9,600
4,000 (normal capacity) .............................................................. 9,000
3,600 ..................................................................................................  8,400
The actual unit costs for the month of December were as follows:
Lumber used (110 feet @ $120 per 1,000 feet) ................................ $13.20
Direct labor (414 hours @ $2.60 per hour) ........................................  11.05
Manufacturing overhead ($10,560 ÷  1,200 units) ...........................  8.80
Total actual unit cost ......................................................................  $33.05
Required:
Prepare a schedule which shows an analysis of each element of the total variance 
from standard cost for the month of December.
Number 3 (Estimated tim e— 40 to 50 minutes)
The Kelley-Thomas Company is a partnership that has not maintained adequate 
accounting records because it has been unable to employ a competent bookkeeper. 
The Company sells hardware items to the retail trade and also wholesales to 
builders and contractors. As the Company’s CPA, you have been asked to prepare 
the Company’s financial statements as of June 30, 1962.
Your workpapers provide the following postclosing trial balance at December
31, 1961:
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The Kelley-Thomas Company 
POSTCLOSING TRIAL BALANCE 
December 31, 1961
Debit Credit
Cash .........................................................................................  $10,000
Accounts receivable ...............................................................  8,000
Allowance for bad debts .....................................................  $ 600
Merchandise inventory .......................................................  35,000
Prepaid insurance ..................................................................  150
Automobiles ..........................................................................  7,800
Allowance for depreciation—automobiles .........................  4,250
Furniture and fixtures ...........................................................  2,200
Allowance for depreciation—furniture and fixtures . . . 650
Accounts payable ....................................................................  13,800
Bank loan payable ................................................................ 8,000
Accrued expenses ..................................................................  200
Kelley, capital ........................................................................  17,500
Thomas, capital ......................................................................  18,150
Totals ..............................................................................  $63,150 $63,150
You are able to collect the following information at June 30, 1962:
1. Your analysis of cash transactions, derived from the Company’s bank state­
ments and check book stubs, is as follows:
Deposits:
Cash receipts from customers ................................................................ $65,000
($40,000 of this amount represents collections on receivables
including redeposited protested checks totaling $600)
Bank loan, 1/2/62 (due 5/1/62, 5% ) ............................................. 7,867
Bank loan, 5/1/62 (due 9/1/62, 5% ) ............................................. 8,850
Sale of old autom obile............................................................................  20
Total deposits ................................................................................... $81,737
Disbursements:
Payments to merchandise creditors .......................................................  $45,000
Payment to Internal Revenue Service on Thomas’ 1962 declaration
of estimated income taxes .................................................................. 3,000
General expenses .....................................................................................  7,000
Bank loan, 1/2/62 ...................................................................................  8,000
Bank loan, 5/2/62 ...................................................................................  8,000
Payment for new automobile ................................................................ 2,400
Protested checks ................................................................................. 900
Kelley withdrawals ...................................................................................  5,000
Thomas withdrawals ................................................................................. 2,500
Total disbursements ....................................................................  $81,800
2. The protested checks include customers’ checks totaling $600 that were 
redeposited and a $300 check from an employee that is still on hand.
3. Accounts receivable from customers for merchandise sales amount to $18,000
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and include accounts totaling $800 that have been placed with an attorney for 
collection. Correspondence with the client’s attorney reveals that one of the 
accounts for $175 is uncollectible. Experience indicates that 1% of credit sales 
will prove uncollectible.
4. On April 1 a new automobile was purchased. The list price of the automobile 
was $2,700 and $300 was allowed for the trade-in of an old automobile, even 
though the dealer stated that its condition was so poor that he did not want it. 
The client sold the old automobile, which cost $1,800 and was fully depreciated 
at December 31, to an auto wrecker for $20. The old automobile was in use up 
to the date of its sale.
5. Depreciation is recorded by the straight-line method and is computed on 
acquisitions to the nearest full month. The estimated life for furniture and 
fixtures is ten years and for automobiles is three years. (Salvage value is to be 
ignored in computing depreciation. No asset other than the car in item “4” was 
fully depreciated prior to June 30, 1962.)
6. Other data as of June 30, 1962 include the following:
Merchandise inventory ............................................................................. $37,500
Prepaid insurance .....................................................................................  80
Accrued expenses .....................................................................................  166
7. Accounts payable to merchandise vendors total $18,750. There is on hand 
a $750 credit memorandum from a merchandise vendor for returned merchandise; 
the Company will apply the credit to July merchandise purchases. Neither the 
credit memorandum nor the return of the merchandise had been recorded on 
the books.
8. Profits and losses are divided equally between the partners.
Required:
Prepare a worksheet that provides, on the accrual basis, information regarding 
transactions for the six months ended June 30, 1962, the results of the partnership 
operations for the period, and the financial position of the partnership at June 30, 
1962. (Do not prepare formal financial statements or formal journal entries.)
Number 4 (Estimated time —  50 to 60 minutes)
The following letter was received by your firm.
Fairland, N. Y.
March 1, 1963
Mr. John J. Lucas
Lucas & O’Rourke
Certified Public Accountants
Buffalo, New York
Dear John:
As we discussed on the telephone, I am enclosing our W-2 forms for you to 
use in preparing our federal income tax return. My second wife, Edna, and I are
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leaving for a cruise tomorrow and will not be back until May. Please send the tax 
return to my office and Miss Shildneck will forward it to me.
I want to take a deduction for the following business expenses which the Sales
Company expected me to pay:
Travel expenses on out-of-town sales trips ............................................  $230
Expenses of entertaining customer acquaintances at my h o m e ............. 200
I had the following expenses on my house that you may also want to consider:
Real estate taxes ....................................................................................... $1,300
Interest on mortgage (Hill City Savings Bank) ......................................  1,250
Special assessment for sidewalks ...........................................................  900
Interest on special assessment ...............................................................  20
Storm damage to house ............................................................................  450
The town will provide garbage collection service this year but I had to pay a 
private collector $72 last year. The insurance company reimbursed me for the 
storm damage, subject to the $50 deductible feature.
You recall that my first wife, Mary, died on February 7, 1962. Her medical 
expenses, listed following, were paid after she died from some funds that she 
inherited:
Dr. F a u s t ......................................................................................................
Dr. Core ......................................................................................................
Hilltop Hospital .........................................................................................
Medicine and drugs ...................................................................................
$ 850 
275 
1,650 
400
I paid the funeral expenses of $2,000. Her life insurance and other assets that 
I inherited amounted to $23,000.
The doctor bills certainly mounted up this year. I missed three weeks from the 
office because of an appendectomy in August. I made a profit on my hospitalization 
insurance, however, because its premiums were only $120 and they paid $460. 
The medical bills for Edna and me were:
Dr. Reno (mine) .........................................................................................
Dr. Vine (mine) ...........................................................................................
Dr. Shapiro (Edna’s) ...................................................................................
Hilltop Hospital (mine) .................................................................................
$750
300
50
130
The payment to Hilltop was for the excess cost of $100 for my private room 
and the $30 bill for the telephone I needed to keep in touch with the office. The 
hospitalization insurance did not cover these items.
I gave the following amounts to charities:
Joe Benner (he is blind and we help him out now and then) ............... $285
Fifth Avenue C h u rch .....................................................................................  500
Community Chest .........................................................................................  300
Red Cross ........................................................................................................ 40
During the past year I let the local Boy Scouts use the little cottage at the rear 
of my house. It was rented for $35 per month the prior year and we claimed 
depreciation of $240. When the right tenant comes along I intend to rent it again.
When you made up last year’s tax return we claimed no capital gains or losses. 
It appears that I overlooked the sale of 200 shares of Domestic Cotter Pin Co. 
for $1,000 on September 8, 1961. I bought the stock in 1952 for $7,000. This 
year I sold the following:
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300 shares American Co. for $3,600 on July 12.
Bought on February 4, 1962 for $1,200.
200 shares Gas Sales Co. for $8,000 on April 15.
Bought on February 28, 1962 for $5,000.
$1,000 U.S. Savings Bond Series E for $1,060 on 
July 15. Bought on June 1, 1950.
Edna’s 1959 Ford for $700. Bought on November 3,
1958 for $2,300.
I got director’s fees of $250 but had to spend $130 in travel to attend the 
meeting.
The license fees for my cars came to $35. I estimate state sales taxes to be $90. 
The excise tax on the new fur coat I bought Edna for a wedding present came to 
$130. State gasoline taxes were about $40. Social security taxes on a domestic’s 
salary amounted to $70.
My other income follows (all of the stock is in my name):
$200 dividends from American Co.
$150 dividends from Ceramic Co.
$140 interest on First National Trust savings account.
Incidentally, I finally got the refund of $130 on my 1961 New York State 
income taxes in December. The 1962 New York state income tax withheld from 
my wages came to $800.
With best personal wishes,
Sincerely yours,
|S| Robert L. Bombast
Your examination of the W-2 forms revealed that Robert Bombast was paid 
taxable wages of $9,000 by Bombast Sales Co., Inc. and $10,000 by Bombast 
Mfg. Co., Inc. Bombast Sales Co., Inc. paid taxable wages of $725 to Mrs. Mary 
Bombast and $7,600 to Mrs. Edna Bombast. You know that Mr. Bombast is 
about 50 years of age and his second wife is in her thirties.
Required:
Prepare a schedule showing the computation of the client’s taxable income.
Number 5 (Estimated time —  50 to 60 minutes)
On February 1, 1963 when your audit and report is nearly complete, the 
president of the Sundex Corporation asks you to prepare statistical schedules of 
comparative financial data for the past five years for inclusion in the Company’s 
annual report. Your working papers reveal the following information:
1. Income statements show net income amounts as follows:
1958—  $20,000*
1959— (17,000) (loss)
1960— 30,000
1961—  38,000
1962—  42,000**
* Includes extraordinary gain of $8,000.
** Includes an unfavorable income tax adjustment of $5,000 applicable to 1960.
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2. On January 1, 1958 there were outstanding 1,000 shares of common stock, 
par value $100, and 500 shares of 6% cumulative preferred stock, par value $50.
3. A 5% dividend was paid in common stock to common stockholders on 
December 31, 1959. The fair market value of the stock was $150 per share at 
the time.
4. Four hundred shares of common stock were issued on March 31, 1960 to 
purchase another company.
5. A dividend of cumulative preferred stock was distributed to common stock­
holders on July 1, 1960. One share of preferred stock was distributed for every 
five shares of common stock held. The fair market value of the preferred stock 
was $55 per share before the distribution and $53 per share immediately after 
the distribution.
6. The common stock was split 2-for-1 on December 31, 1961 and December 
31, 1962.
7. Cash dividends are paid on the preferred stock on June 30 and December 31. 
Preferred stock dividends were paid in each year except 1959; the 1959 and 1960 
dividends were paid in 1960.
8. Cash dividends on common stock are paid semiannually. Dividends paid per 
share of stock outstanding at the respective dates were:
June 30 December 31
1958 ............... ............... $ .50 $ .50
1959 ............... ............... None None
1960 ............... .........................75 .75
1961 ............... ............... 1.00 .50*
1962 ............... .........................75 .75**
* After 2-for-1 split. 
**Before 2-for-l split.
Required:
a. In connection with your preparation of the statistical schedule of comparative 
financial data for the past five years
1. Prepare a schedule computing the number of shares of common stock 
and preferred stock outstanding as of the respective year-end dates.
2. Prepare a schedule computing the current equivalent number of shares 
of common stock outstanding as of the respective year-end dates. The 
current equivalent shares means the number of shares outstanding in the 
respective prior periods in terms of the present stock position.
3. Compute the total cash dividends paid to holders of preferred stock 
and to holders of common stock for each of the five years.
b. Prepare a five-year summary of financial statistics to be included in the 
annual report. The summary should show by years “Net Income (or Loss),” 
“Earnings per Share of Common Stock” and “Dividends per Share of Common 
Stock.” Include any explanatory footnotes considered necessary.
EXAMINATION IN ACCOUNTING PRACTICE— PART II
May 16, 1963; 1:30 to 6:00 p.m.
GROUP I
Solve all problems in this group.
Number 1 (Estimated time —  35 to 45 minutes)
On a separate answer sheet write in the letter of your answer choice. The 
answers should be selected in accordance with the current Internal Revenue Code 
and Regulations. Select only one answer for each question.
1. An individual who is on the accrual basis received $15,000 on July 1, 1962 
as advance rent for three years on rental property which he owns. For 1962 he 
must report as rental income
a. $ 2,500.
b. $ 5,000.
c. $10,000.
d. $15,000.
e. None of the above.
2. On September 1, 1962 an individual sold for $70 per share ten shares of 
X Company stock which he had received as a gift from his uncle on June 1, 1962 
when it had a market value of $60 per share. The uncle had purchased it on 
July 1, 1960 for $75 per share. The individual should report
a. No gain or loss.
b. $50 long-term capital loss.
c. $100 long-term capital gain.
d. $100 short-term capital gain.
e. None of the above.
3. An individual, a construction contractor, owned a piece of equipment with 
an adjusted basis of $50,000 which became obsolete during the year and was sold 
as scrap for $1,000. His taxable income was $60,000 exclusive of any loss on the 
disposition of the equipment. He should report taxable income of
a. $10,000.
b. $11,000.
c. $59,000.
8
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d. $60,000.
e. None of the above.
4. On April 20, 1962 an individual purchased 100 shares of Z Company 
stock at $45 per share and on October 5, 1962 he purchased 100 shares of the 
same stock at $40 per share. On September 8, 1962 he sold 100 shares at $43 
per share and on December 2, 1962 he sold 100 shares at $46 per share. As a 
result of these transactions he should report
a. $400 short-term capital gain.
b. $200 short-term capital loss, $600 long-term capital gain.
c. $400 long-term capital gain.
d. $300 short-term capital gain, $100 long-term capital gain.
e. None of the above.
5. A corporation purchased on January 1, 1962 a new machine that cost 
$4,000. It has an estimated life of 10 years and an estimated salvage value of $500. 
The corporation’s income tax liability on income from 1962 operations is approxi­
mately $20,000. It does not elect to take the additional first-year 20% depreciation. 
The depreciation allowable on the machine computed on the straight-line method 
for 1962 is
a. $322.
b. $350.
c. $372.
d. $400.
e. None of the above.
6. An individual owned a warehouse with an adjusted basis of $40,000 which 
was condemned for the construction of an expressway. He received $55,000 for 
the property and he immediately acquired another warehouse for $50,000. He 
wants to defer all possible taxes. As a result he has taxable income of
a. $ 5,000.
b. $ 7,500.
c. $10,000.
d. $15,000.
e. None of the above.
7. The basis of the new warehouse acquired above is
a. $40,000.
b. $45,000.
c. $50,000.
d. $55,000.
e. None of the above.
8. An individual loaned $800 to a friend on February 1, 1962 to cover 
hospital bills owed by the friend. On August 15, 1962 it was determined that the 
friend had an incurable disease and would never be able to repay the loan. The 
individual should treat the loss on his 1962 return as an
a. $800 contribution.
b. $800 casualty loss.
c. $800 short-term capital loss.
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d. $800 long-term capital loss.
e. None of the above.
9. John Brown’s mother purchased some land in 1890 for $10,000 and 
Brown inherited the property in 1909 when it was valued at $20,000. On March 
1, 1913 it was valued at $25,000. He sold the property on May 1, 1962 for 
$60,000. In his 1962 tax return he should report a long-term capital gain of
a. $25,000.
b. $35,000.
c. $40,000.
d. $50,000.
e. None of the above.
10. John Smith, a 50-year-old bachelor, is the sole support of his aged parents. 
His father is 72 and is in good health. His mother is 70 and is blind. He should 
claim personal exemptions totaling
a. $ 600.
b. $1,200.
c. $1,800.
d. $2,400.
e. None of the above.
11. An individual purchased an annuity in 1942 for $8,000 which was to pay 
him $100 per month beginning in January 1962 and continuing until his death. 
His remaining life expectancy in January 1962 was ten years. The taxable amount 
received under the annuity in 1962 was
a. $ 240.
b. $ 400.
c. $ 800.
d. $1,200.
e. None of the above.
12. The Farber Corporation had net income from operations of $32,000 and 
net long-term capital losses of $6,000. Its taxable income is
a. $26,000.
b. $29,000.
c. $31,000.
d. $32,000.
e. None of the above.
13. The Acme Corporation paid life insurance premiums of $1,200 on a policy 
insuring its president and naming itself the beneficiary. The cash surrender value 
increased by $800 during the year. With respect to this policy Acme should report
a. A deduction of $1,200 and income of $800.
b. A deduction of $1,200.
c. Income of $800.
d. Neither income nor deduction.
e. None of the above.
14. Henry Gold operates a dry cleaning shop; during the year his pressing 
machine was destroyed by fire. The machine had an adjusted basis of $1,600 but
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he received only $1,000 from his insurance company. He immediately purchased 
another similar pressing machine for $2,400. On his tax return Gold should report 
a loss of
a. $ 600.
b. $ 800.
c. $1,400.
d. $1,600.
e. None of the above.
15. The Conrad Corporation’s tax liability for 1962 is $35,000 before claiming 
an investment tax credit. The Corporation’s 1962 investment that qualified for an 
investment tax credit was $400,000. Conrad Corporation’s investment tax credit 
for 1962 is
a. $ 2,450.
b. $27,500.
c. $28,000.
d. $35,000.
e. None of the above.
16. John Silver, a bachelor, has three nephews to whom he wishes to make 
substantial gifts during the year. He has made no other gifts that would affect his 
gift tax rate. The maximum total amount that he can give to the three nephews 
before a gift tax will apply is
a. $ 9,000.
b. $30,000.
c. $33,000.
d. $39,000.
e. None of the above.
17. John Long purchased 100 shares of Vee Company $50 par value common 
stock for $4,400 on June 1, 1955. On June 15, 1962 he received a 10% common 
stock dividend. The stock was quoted on the stock exchange at $60 ex-dividend 
on June 15, 1962. Taxpayer should report
a. $100 ordinary income.
b. $150 ordinary income.
c. $600 dividend income.
d. $600 long-term gain.
e. None of the above.
18. In “ 17” above the basis per share of the new shares is
a. $10.
b. $15.
c. $40.
d. $44.
e. None of the above.
19. In “ 17” above the basis per share of the old shares after receipt of the 
dividend is
a. $10.
b. $15.
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c. $40.
d. $44.
e. None of the above.
20. An estate is entitled to a personal exemption deduction in the amount of
a. $100.
b. $300.
c. $600.
d. $600 for each beneficiary.
e. None of the above.
21. A corporation’s deduction for charitable contributions is limited to
a. 5% of its taxable income before certain deductions.
b. 10% of its taxable income before certain deductions.
c. 20% of its taxable income before certain deductions.
d. 30% of its taxable income before certain deductions.
e. None of the above.
22. Corporations may be subject to an accumulated earnings tax. The tax is not 
imposed on any corporation that does not have accumulated earnings in excess of
a. $ 1,000.
b. $ 25,000.
c. $ 30,000.
d. $100,000.
e. None of the above.
23. In 1962 an individual sold for $30,000 a piece of unimproved real estate 
that he had bought for $20,000 in 1958. He received $7,500 cash and three notes 
of $7,500 each. One note became due each year thereafter beginning on October 
1, 1963. To minimize taxes for 1962 he should report
a. $ 2,500 short-term capital gain.
b. $ 2,500 long-term capital gain.
c. $ 7,500 long-term capital gain.
d. $10,000 long-term capital gain.
e. None of the above.
24. Under the same facts as in “23” above, taxpayer should report for 1963 
as a result of the sale
a. $2,500 short-term capital gain.
b. $2,500 long-term capital, gain.
c. $2,500 ordinary income.
d. $7,500 ordinary income.
e. None of the above.
25. On June 1, 1962 an individual sold a lot for $15,000 which he had bought 
on September 1, 1953 for $6,000. He received $5,000 cash and two notes for 
$5,000 each due on June 1, 1963 and June 1, 1964. The notes had a fair market 
value of only $3,000 each when he received them. To minimize taxes for 1962 
he should report
a. $3,000 long-term capital gain.
b. $3,000 ordinary income.
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c. $5,000 long-term capital gain.
d. $9,000 long-term capital gain.
e. None of the above.
26. As a result of collecting the note on June 1, 1963 he should have
a. No taxable income.
b. $2,000 long-term capital gain.
c. $2,000 ordinary income.
d. $3,000 long-term capital gain.
e. None of the above.
27. The retirement income credit for retired persons over 65 years of age is 
limited to
a. 3% of the total tax due.
b. $120.
c. $240.
d. $600.
e. None of the above.
28. William Smith is a widower with three children aged eight, eleven and 
fifteen years. His adjusted gross income was $15,000 for 1962. His deduction for 
child care expense is limited to
a. 3% of adjusted gross income.
b. $ 600.
c. $1,200.
d. $1,800.
e. None of the above.
29. A self-employed person is subject to the self-employment tax if his net 
earnings are at least
a. $ 100.
b. $ 400.
c. $ 600.
d. $1,000.
e. None of the above.
30. John Lemon donated ten shares of Black Company $100 par common 
stock to his church in 1962. The stock had been given to him in 1960 by his aunt 
who had purchased it for $60 per share in 1955. Its market value was $75 per 
share when given to him in 1960 and $90 per share when he donated it to the 
church. He has a deductible contribution of
a. $ 600.
b. $ 750.
c. $ 900.
d. $1,000.
e. None of the above.
31. An individual purchased 50 shares of Gordon Company no par common 
stock on June 1, 1960 for $2,400. On June 30, 1962 he received five shares of 
Gordon Company $50 par preferred stock as a stock dividend. On this date the 
common was quoted at $50 per share and the preferred was quoted at $100 per
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share. On September 1, 1962 he sold the five shares of preferred stock for $550. 
As a result of these transactions he should report income of
a. $150.
b. $250.
c. $500.
d. $550.
e. None of the above.
32. The income in “31” above would be
a. Ordinary income.
b. Short-term capital gain.
c. Long-term capital gain.
d. Dividend income.
e. None of the above.
33. The basis of the common stock retained by taxpayer in “31” is
a. $1,850.
b. $2,000.
c. $2,150.
d. $2,400.
e. None of the above.
34. A contribution made to the following donee is not deductible:
a. Boy Scouts of America.
b. Oxford University, England.
c. Society for the Prevention of Cruelty to Animals.
d. Oklahoma State University.
e. California State Fair.
35. The following may be claimed as a dependent by John Smith:
a. A twenty-year old son who earned $740 during the Christmas season 
but was unemployed the remainder of the year. He was supported by 
John Smith.
b. A ten-year old cousin living with John Smith’s parents but supported 
by John Smith.
c. A seven-year old orphan (not adopted by John Smith) who has lived 
in his home the entire year and has been supported by him.
d. An eighteen-year old married daughter who filed a joint return with her 
husband. Both are students but she had no income and was supported 
by John Smith.
e. None of the above.
Number 2 (Estimated tim e— 35 to 45 minutes)
Part a.
The partnership of Adams, Baker and Crane have called upon you to assist 
them in winding up the affairs of their partnership.
You are able to gather the following information:
1. The trial balance of the partnership at June 30, 1962 is as follows:
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Cash .......................................................................................
Accounts receivable.............................................................
Inventory ..............................................................................
Plant and equipment (net) .................................................
Adams, Loan ........................................................................
Crane, Loan ..........................................................................
Accounts payable ................................................................
Adams, Capital ....................................................................
Baker, Capital ......................................................................
Crane, Capital ......................................................................
Debit Credit
$ 6,000 
22,000 
14,000 
99,000 
12,000 
7,500
$ 17,000 
67,000 
45,000
___________31,500
$160,500 $160,500
2. The partners share profits and losses as follows: Adams, 50% ; Baker, 30% ; 
and Crane, 20% .
3. The partners are considering an offer of $100,000 for the accounts receiv­
able, inventory, and plant and equipment as of June 30. The $100,000 would be 
paid to the partners in installments, the number and amounts of which are to be 
negotiated.
Required:
Prepare a cash distribution schedule as of June 30, 1962, showing how the 
$100,000 would be distributed as it becomes available.
Part b.
Assume the same facts as in Part “a” except that the partners have decided to 
liquidate their partnership instead of accepting the offer of $100,000. Cash is 
distributed to the partners at the end of each month.
A summary of the liquidation transactions follows:
July
$16,500— collected on accounts receivable, balance is uncollectible.
$10,000— received for the entire inventory.
$ 1,000—liquidation expenses paid.
$ 8,000— cash retained in the business at end of the month.
August
$ 1,500—liquidation expenses paid.
As part payment of his capital, Crane accepted a piece of special 
equipment that he developed which had a book value of $4,000. 
The partners agreed that a value of $10,000 should be placed on 
the machine for liquidation purposes.
$ 2,500— cash retained in the business at end of the month.
September
$75,000— received on sale of remaining plant and equipment.
$ 1,000—liquidation expenses paid.
No cash retained in the business.
Required:
Prepare a schedule of cash payments as of September 30, 1962 showing how 
the cash was actually distributed.
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Number 3 (Estimated time —  50 to 60 minutes)
Financial statements of the Groth Corporation and Dekline Corporation appear 
below:
BALANCE SHEETS 
June 30, 1962
Groth Dekline
Assets Corporation Corporation
Cash . .  ..........................................................................  $ 25,500 $ 1,500
Receivables, net ................................................................ 24,500 7,500
Inventories ........................................................................  42,000 8,800
Due from Dekline Corporation ....................................  7,600 —
Fixed assets, less depreciation ......................................  59,500 35,800
Other assets ......................................................................  4,500 200
Total a sse ts ................................................................ $163,600 $53,800
Liabilities
Accounts and notes payable ........................................  $ 22,600 $35,400
Due to Groth Corporation ..........................................  — 7,600
Accrued expenses ...........................................................  1,500 2,200
Federal income tax payable ..........................................  9,500 —
Total liabilities .......................................... ............  33,600 45,200
Capital stock, $10 par value ......................................  50,000 —
Capital stock, $100 par value ....................................  — 25,000
Capital contributed in excess of par value ................. 30,000 32,000
Retained earnings, December 31, 1961 .......................  43,000 (42,300)
Net income (loss) from January 1, 1962 ................. 9,500 (6,100)
Dividends paid .................................................................. (2,500) —
Total stockholders’ equity ................... ................  130,000 8,600
Total .................................................................. $163,600 $53,800
STATEMENTS OF INCOME AND EXPENSE 
For the Six Months Ended June 30, 1962
Groth Dekline
Corporation Corporation
Sales ................................................................................... $150,000 $60,000
Cost of sales ....................................................................  105,000 54,000
Gross profit .............................................................  45,000 6,000
Operating expenses .........................................................  31,000 8,200
Operating profit (loss) ..........................................  14,000 (2,200)
Other income (deductions) ..........................................  5,000 (3,900)
Net income (loss) before taxes ...........................  19,000 (6,100)
Provision for income taxes ..........................................  9,500 —
Net income after taxes ..........................................  $ 9,500 $(6,100)
The net incomes (losses) before income taxes for the two corporations for the
Accounting Practice—Part II 17
last six years are as follows (net income per books and net taxable income are
the sam e):
Groth
Corporation
Dekline
Corporation
1956 ...................................... ........................................... $18,000 $(10,000)
1957 ...................................... ..........................................  (7,500) 4,000
1958 ...................................... ..........................................  12,600 (15,000)
1959 ...................................... ..........................................  14,900 (6,000)
1960 ...................................... ..........................................  31,200 (7,000)
1961 ...................................... ..........................................  28,900 (11,100)
On July 1, 1962 the Dekline Corporation transferred to Groth Corporation all 
of its assets, subject to all liabilities, in exchange for unissued Groth Corporation 
capital stock. Both corporations have been owned since their inception in 1956 
by the same group of stockholders, although in different proportions as to in­
dividuals. The terms of the merger provided that the fair value of the stock in 
each case is to be its book value except that an allowance is to be made for the 
value of any net operating carry-forward losses. Obtaining the benefit of the loss 
carryover deduction was not the principal purpose for the merger. (Assume a 
50% tax rate.)
Required:
a. Compute (1) the number of shares of Groth Corporation to be distributed 
to shareholders of Dekline Corporation, and (2) the number of shares of Groth 
Corporation stock to be exchanged for each share of Dekline stock.
b. Prepare the journal entry for the books of Groth Corporation recording the 
merger with Dekline Corporation as a pooling of interests.
c. Prepare the journal entries for the books of Dekline Corporation recording 
the merger with Groth Corporation and the distribution of Groth Corporation 
stock to the stockholders of Dekline Corporation.
Number 4  (Estimated time —  50 to 60 minutes)
When you had completed your audit of The Scoopa Company, management 
asked for your assistance in arriving at a decision whether to continue manufac­
turing a part or to buy it from an outside supplier. The part, which is named 
Faktron, is a component used in some of the finished products of the Company.
From your audit working papers and from further investigation you develop 
the following data as being typical of the Company’s operations:
1. The annual requirement for Faktrons is 5,000 units. The lowest quotation 
from a supplier was $8.00 per unit.
2. Faktrons have been manufactured in the Precision Machinery Department. 
If Faktrons are purchased from an outside supplier, certain machinery will be 
sold and would realize its book value.
3. Following are the total costs of the Precision Machinery Department during 
the year under audit when 5,000 Faktrons were made:
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Materials ....................................................................................................  $67,500
Direct la b o r ................................................................................................ 50,000
Indirect labor ............................................................................................ 20,000
Light and heat .........................................................................................  5,500
P o w e r..........................................................................................................  3,000
Depreciation 10,000
Property taxes and insurance ..................................................................  8,000
Payroll taxes and other benefits..........................................  9,800
Other ..........................................................................................................  5,000
4. The following Precision Machinery Department costs apply to the manu­
facture of Faktrons: material, $17,500; direct labor, $28,000; indirect labor, 
$6,000; power, $300; other, $500. The sale of the equipment used for Faktrons 
would reduce the following costs by the amounts indicated: depreciation, $2,000; 
property taxes and insurance, $1,000.
5. The following additional Precision Machinery Department costs would be 
incurred if Faktrons were purchased from an outside supplier: freight, $.50 per 
unit; indirect labor for receiving, materials handling, inspection, etc., $5,000. The 
cost of the purchased Faktrons would be considered a Precision Machinery Depart­
ment cost.
Required: (The following requirements are of approximately equal weight.)
a. Prepare a schedule showing a comparison of the total costs of the Precision 
Machinery Department (1) when Faktrons are made, and (2) when Faktrons are 
bought from an outside supplier.
b. Discuss the considerations in addition to the cost factors that you would 
bring to the attention of management in assisting them to arrive at a decision 
whether to make or buy Faktrons. Include in your discussion the considerations 
that might be applied to the evaluation of the outside supplier.
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GROUP I
Estimated time —  50 to 60 minutes.
Solve one of the two problems in this group. If both are 
solved, only the first will be considered.
Number 5
You were engaged as auditor of the City of Druid as of July 1, 1962. You 
found the following accounts, among others, in the General Fund for the fiscal 
year ending June 30, 1962:
SPECIAL CASH
Date
8/1/61 ...............
Reference
................................  CR 58
Dr.
301,000
Cr. Balance
301,000
9/1/61 ............... ................................ CR 60 80,000 381,000
12/1/61 ............... ................................ CD 41 185,000 196,000
2/1/62 ............... ................................ CD 45 4,500 191,500
6/1/62 ............... ................................ CR 64 50,500 242,000
6/30/62 ............... ................................  CD 65 167,000 75,000
BONDS PAYABLE
Date Reference Dr. Cr. Balance
8/1/61 ................................................. CR 58 300,000 300,000
6/1/62 CR 64 50.000 350,000
CONSTRUCTION IN  PROGRESS— M AIN  STREET SEWER
Date Reference Dr. Cr. Balance
12/1/61 .................................................  CD 41 185,000 185,000
6/30/62 .................................................  CD 65 167,000 352,000
INTEREST EXPENSE
Date Reference Dr. Cr. Balance
2/1/62 ................................................. CD 45 4,500 4,500
6/1/62 .................................................  CR 64 500 4,000
ASSESSMENT INCOME
Date Reference Dr. Cr. Balance
9/1/61 ................................................. CR 60 80,000 80,000
PREMIUM ON BONDS
Date Reference Dr. Cr. Balance
8/1/61 .................................................  CR 58 1,000 1,000
The accounts resulted from the project described below:
The City Council authorized the Main Street Sewer Project and a bond issue
of $350,000 to permit deferral of assessment payments. According to the terms 
of the authorization the property owners were to be assessed 80% of the estimated 
cost of construction and the balance was made available by the City during
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October 1961. On September 1, 1961 the first of five equal annual assessment 
installments was collected from the property owners. The deferred assessments 
were to bear interest at 55/ 8 % from September 1, 1961.
The project was expected to be. completed by October 31, 1962.
Required:
a. Prepare a Special Assessment Fund worksheet in which you record the 
transactions of the Main Street Sewer Project as they should have been made by 
the client. Show the closing entries at June 30, 1962, and show the account 
balances at that date. (Formal journal entries are not required.)
b. Prepare the formal journal entries that should be made in funds other than 
the Special Assessment Fund to record properly therein the results of transactions 
of the Main Street Sewer Project.
Number 6
After completing the audit of Company P and its subsidiaries for the year ended 
December 31, 1962, you have prepared the following trial balances:
Debits Company P Company X Company Y
Cash ............................................ $ 33,000 $ 41,500 $ 175,200
Accounts receivable ................... 85,000 97,500 105,000
Inventories .................................. 137,500 163,000 150,000
Investment in Company X . 350,000
Investment in Company Y 650,000
Bonds of Company Y ............... 147,000
Plant and equipment ................. 700,000 525,000 834,000
Unamortized bond discount . 800
Cost of sales .............................. 2,500,000 1,200,000 1,400,000
Operating expenses ................... 405,000 280,000 290,500
Interest expense ......................... 16,200 2,500 9,500
$4,876,700 $2,456,500 $2,965,000
Credits
Accounts payable ....................... $ 202,000 $ 150,500 $ 90,000
Dividends payable ..................... 12,000 5,000
Bonds payable ............................ 400,000 200,000
Accumulated depreciation ........ 402,000 325,000 240,000
Sales ............................................. 2,950,000 1,550,000 1,750,000
Interest income on bonds ........ 6,000
Dividend income ....................... 30,500
Capital stock, par $50 ............. 600,000
Capital stock, par $50 ............. 250,000
Capital stock, par $50 ............. 500,000
Capital in excess of par .......... 70,000
Retained earnings, Company P . 280,200
Retained earnings, Company X . 170,000
Retained earnings, Company Y . 115,000
$4,876,700 $2,456,500 $2,965,000
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Your working papers contain the following information:
1. Company P acquired 4,000 shares of Company X common stock for 
$310,000 on January 1, 1961, and an additional 500 shares for $40,000 on 
January 1, 1962.
2. Company P acquired all of Company Y’s 8,000 outstanding shares on 
January 1, 1961 for $650,000. On January 1, 1962, Company Y issued 2,000 
additional shares to the public at $85 per share. Company P has no investments 
other than the stock of Companies X and Y.
3. On January 1, 1955 Company Y issued $200,000 of ten-year, 4% , first 
mortgage bonds at 98. On January 1, 1962, Company X purchased $150,000 
(face value) of these bonds in the open market at 98. Interest is paid on the 
bonds on June 30 and December 31.
4. Condensed balance sheets for Company X and Company Y at the start of 
business on January 1, 1961 and January 1, 1962 are presented below:
Company X  Company Y
1-1-62 1-1-61 1-1-62 1-1-61
Current asse ts ............................. . $225,000 $195,000 $205,000 $280,400
Plant and equipm ent............... 350,000 305,000 623,800 613,000
Unamortized bond discount . . 1,200 1,600
Total ...................................... . . $575,000 $500,000 $830,000 $895,000
Current liabilities ..................... . . $125,000 $100,000 $105,000 $ 95,000
Bonds payable ......................... 200,000 200,000
Capital stock—par $50 ............ 250,000 250,000 400,000 400,000
Retained earnings....................... 200,000 150,000 125,000 200,000
Total ...................................... . . $575,000 $500,000 $830,000 $895,000
5. Total dividends paid during 1962 were as follows:
Company P ................................................................................................ $24,000
Company X ................................................................................................ 25,000
Company Y ................................................................................................ 10,000
In addition to the dividend payments Company P and Company X had each 
declared dividends of $1.00 per share payable in January 1963.
6. On June 30, 1962, Company P sold equipment with a book value of $8,000 
to Company X for $10,000. Company X depreciates equipment by the straight-line 
method based on a ten-year life. Company P credited the gain on the sale to 
Retained Earnings.
7. Company P consistently sells to its subsidiaries at a price which realizes a 
gross profit of 25% on sales. Companies X and Y sell to each other and to 
Company P at cost. Prior to 1962 intercompany sales were negligible but during 
1962 the following intercompany sales were made:
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Included in 
Purchaser’s Inventory 
at 12-31-62
Total 
Sales
Company P to Company X .................. $172,000 $20,000
Company P to Company Y .................. 160,000 40,000
Company X to Company Y ..................  25,000 5,000
Company X to Company P ..................  28,000 8,000
$385,000 $73,000
8. At December 31, 1962:
Company P owed Company X ........................................... $24,000
Company X owed Company Y ........................................... 16,000
Company Y owed Company P ..........................................  12,000
$52,000
Required:
Prepare consolidated working papers for Company P and subsidiaries for the 
year ended December 31, 1962. (Note: It is not necessary to prepare journal entries 
for the adjustments you make, but you should clearly identify computational sched­
ules. Ignore income tax considerations.)
EXAMINATION IN AUDITING
May 16, 1963; 8:30  a.m. to 12:00 m.
All questions are required.
Number 1 (Estimated time —  20 to 30 minutes)
You have examined the financial statements of the Heft Company for several 
years. The system of internal control for accounts receivable is very satisfactory. 
The Heft Company is on a calendar year basis. An interim audit, which included 
confirmation of the accounts receivable, was performed at August 31 and indicated 
that the accounting for receivables was very reliable.
The Company’s sales are principally to manufacturing concerns. There are about 
1,500 active trade accounts receivable of which about 35% in number represent 
65% of the total dollar amount. The accounts receivable are maintained alpha­
betically in five subledgers which are controlled by one general ledger account.
Sales are machine-posted in the subledgers by an operation that produces 
simultaneously the customer’s ledger card, his monthly statement, and the sales 
journal. All cash receipts are in the form of customers’ checks and are machine- 
posted simultaneously on the customer’s ledger card, his monthly statement, and 
the cash receipts journal. Information for posting cash receipts is obtained from 
the remittance advice portions of the customers’ checks. The bookkeeping machine 
operator compares the remittance advices with the list of checks that was prepared 
by another person when the mail was received.
Summary totals are produced monthly by the bookkeeping machine operations 
for posting to the appropriate general ledger accounts such as cash, sales, accounts 
receivable, etc. Aged trial balances by subledgers are prepared monthly.
Sales returns and allowances and bad debt write-offs are summarized periodically 
and recorded by standard journal entries. Supporting documents for these journal 
entries are available. The usual documents arising from billing, shipping and re­
ceiving are also available.
Required:
Prepare in detail the audit program for the Heft Company for the year-end 
examination of the trade accounts receivable. Do not give the program for the 
interim audit.
Number 2 (Estimated tim e— 15 to 20 minutes)
The CPA must comply with the generally accepted auditing standards of report-
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mg when he prepares his opinion on the client’s financial statements. One of the 
reporting standards relates to consistency.
R equired:
a. Discuss the statement regarding consistency that the CPA is required to 
include in his opinion. What is the objective of requiring the CPA to make this 
statement about consistency?
b. Discuss what mention of consistency, if any, the CPA must make in his 
opinion relating to his first audit of the financial statements of the following 
companies:
1. A newly-organized company ending its first accounting period.
2. A company established for a number of years.
c. Discuss whether the changes described in each of the cases below would 
require recognition in the CPA’s opinion as to consistency. (Assume the amounts 
are material.)
1. The company disposed of one of its three subsidiaries that had been 
included in its consolidated statements for prior years.
2. After two years of computing depreciation under the declining-balance 
method for income tax purposes and under the straight-line method for 
reporting purposes, the declining-balance method was adopted for re­
porting purposes.
3. The estimated remaining useful life of plant property was reduced be­
cause of obsolescence.
Number 3 (Estimated time —  25 to 35 minutes)
Part a. CPAs have adopted rules of professional conduct that prohibit them 
from advertising their professional attainments or services and forbid the direct or 
indirect solicitation of clients.
Required:
1. Discuss the reasons supporting the rule against advertising.
2. After a newly-established CPA has undertaken public practice, by what 
ethical means can he obtain new clients?
Part b. Competitive bidding by CPAs for an auditing engagement is generally 
held to be unethical.
Required:
1. List the arguments for the belief that competitive bidding by CPAs for an 
auditing engagement is unethical.
2. Discuss what indication of fees, if any, a CPA should give to a governmental 
body seeking an estimate of the cost of an auditing engagement in the follow­
ing situations:
(a) Before the CPA is engaged for the audit.
(b) After the CPA is engaged for the audit.
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Number 4  (Estimated time —  25 to 35 minutes)
The accounting and internal control procedures relating to purchases of materials 
by the Branden Company, a medium-sized concern manufacturing special ma­
chinery to order, have been described by your junior accountant in the following 
terms:
“After approval by manufacturing department foremen, material purchase requi­
sitions are forwarded to the purchasing department supervisor who distributes such 
requisitions to the several employees under his control. The latter employees 
prepare prenumbered purchase orders in triplicate, account for all numbers, and 
send the original purchase order to the vendor. One copy of the purchase order is 
sent to the receiving department where it is used as a receiving report. The other 
copy is filed in the purchasing department.
“When the materials are received, they are moved directly to the storeroom and 
issued to the foremen on informal requests. The receiving department sends a 
receiving report (with its copy of the purchase order attached) to the purchasing 
department and sends copies of the receiving report to the storeroom and to the 
accounting department.
“Vendors’ invoices for material purchases, received in duplicate in the mail 
room, are sent to the purchasing department and directed to the employee who 
placed the related order. The employee then compares the invoice with the copy 
of the purchase order on file in the purchasing department for price and terms and 
compares the invoice quantity with the quantity received as reported by the ship­
ping and receiving department on its copy of the purchase order. The purchasing 
department employee also checks discounts, footings, and extensions and initials 
the invoice to indicate approval for payment. The invoice is then sent to the 
voucher section of the accounting department where it is coded for account dis­
tribution, assigned a voucher number, entered in the voucher register and filed 
according to payment due date.
“On payment dates prenumbered checks are requisitioned by the voucher section 
from the cashier and prepared except for signature. After the checks are prepared 
they are returned to the cashier, who puts them through a check signing machine, 
accounts for the sequence of numbers and passes them to the cash disbursement 
bookkeeper for entry in the cash disbursements book. The cash disbursements 
bookkeeper then returns the checks to the voucher section which then notes pay­
ment dates in the voucher register, places the checks in envelopes and sends them 
to the mail room. The vouchers are then filed in numerical sequence. At the end 
of each month one of the voucher clerks prepares an adding machine tape of 
unpaid items in the voucher register and compares the total thereof with the general 
ledger balance and investigates any difference disclosed by such comparison.”
Required:
Discuss the weaknesses, if any, in the internal control of Branden’s purchasing 
and subsequent procedures and suggest supplementary or revised procedures for
-  remedying each weakness with regard to
a. Requisition of materials.
b. Receipt and storage of materials.
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c. Functions of the purchasing department.
d. Functions of the accounting department.
Number 5 (Estimated time —  20 to 25 minutes)
Part a. The complete opinion included in the annual report of The Modern 
Department Store for 1962 is reproduced below:
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Auditors’ Certificate
DOE & DOE 
New City, New State 
To whom it may concern:
In our opinion, the accompanying balance sheet and statement of 
income and retained earnings present fairly the financial position of The 
Modern Department Store and the results of its operations. Our examina­
tion of these financial statements was made in accordance with generally 
accepted auditing standards and accordingly included such tests of the 
accounting records and such other auditing procedures as we considered 
necessary, except that we did not confirm accounts receivable, but instead 
accounted for subsequent collections on the accounts, and we did not 
observe the taking of the physical inventory because it was taken prior 
to our appointment as auditors.
Required:
List and discuss the deficiencies of the “Auditors’ Certificate” prepared by 
Doe & Doe.
Part b. You have accepted the engagement of examining the financial state­
ments of the Thorne Company, a small manufacturing firm that has been your 
client for several years. Because you were busy writing the report for another 
engagement, you sent a junior accountant to begin the audit with the suggestion 
that he start with the accounts receivable. Using the prior year’s working papers 
as a guide, the junior prepared a trial balance of the accounts, aged them, prepared 
and mailed positive confirmation requests, examined underlying support for charges 
and credits, and performed such other work as he deemed necessary to assure the 
validity and collectibility of the receivables. At the conclusion of his work you 
reviewed the working papers that he prepared and found that he had carefully 
followed the prior year work papers.
Required:
The opinion rendered by a CPA states ". Our examination was made in 
accordance with generally accepted auditing standards.. . . ”
List the three generally accepted standards of field work. Relate them to the 
above illustration by indicating how they were fulfilled or, if appropriate, how they 
were not fulfilled.
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Number 6 (Estimated time —  25 to 30 minutes)
Increasing attention is being given by CPAs to the application of statistical 
sampling techniques to audit testing.
Required:
a. List and explain the advantages of applying statistical sampling techniques 
to audit testing.
b. List and discuss the decisions involving professional judgment that must be 
made by the CPA in applying statistical sampling techniques to audit testing.
c. You have applied probability sampling techniques to the client’s pricing of 
the inventory and discovered from your sampling that the error rate exceeded your 
predetermined confidence level. Discuss the courses of action you can take.
Number 7 (Estimated time —  30 to 35 minutes)
You are auditing the financial statements of the Soo Company for the year ended 
December 31, 1962. Following are transcripts of the Company’s general ledger 
accounts for salary expense and payroll taxes.
Salary Expense
Date Explanation Fol Debit Credit Balance
12/31/62 Weekly payrolls 
(Total of 12 monthly
CD $44,470 $44,470
summary entries)
Payroll Taxes Expense
Date Explanation Fol Debit Credit Balance
1/10/62 Quarterly remittance CD $ 4,100 $ 4,100
4/20/62 Quarterly remittance CD 3,801 7,901
7/14/62 Quarterly remittance CD 3,327 11,228
10/18/62 Quarterly remittance CD 3,320 14,548
Payroll Taxes Withheld
Date Explanation Fol Debit Credit Balance
1/1/62 Balance forward
Employer Payroll Taxes Payable
$3,200 $ 3,200
Date
1/1/62
Explanation
Balance forward
Fol Debit Credit
$ 900
Balance
$ 900
The following additional information is available:
1. Copies of the quarterly tax returns are not available because the typist did 
not understand that the returns were to be typed in duplicate. The pencil drafts 
of the tax returns were discarded.
2. Your audit of the payroll records revealed that the payroll clerk properly 
computed the payroll tax deductions and the amounts of quarterly remittances. 
You are able to develop the following summary:
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Gross Payroll Taxes Withheld Net
Quarter Salaries F.I.C.A. Income Salaries
First $13,600 $425 $2,600 $10,575
Second 12,000 375 2.280 9,345
Third 12,800 325 2,400 10,075
Fourth 18,700 225 4,000 14,475
3. The Soo Company did not make monthly deposits of taxes withheld. You 
determine that the following remittances were made with respect to 1962 payrolls:
4/20/62 7/14/62 10/18/62 1/12/63
F.I.C.A. (614%) $ 850 $ 750 $ 650 $ 450
Income Tax 2,600 2,280 2,400 4,000
State Unemployment 
Insurance (2.7%) 351 297 270 162
Total $3,801 $3,327 $3,320 $4,612
The effective Federal Unemployment Tax rate for 1962 is .8%. The laws
of the state in which Soo Company does business do not provide for employee 
contributions for state unemployment insurance.
Required:
a. Prepare a worksheet to determine the correct balances at December 31, 1962 
for the general ledger accounts, Salary Expense, Payroll Taxes Expense, Payroll 
Taxes Withheld, Employer Payroll Taxes Payable. (Disregard accrued salaries at 
year end.)
b. Prepare the adjusting journal entry to correct the accounts at December 
31, 1962.
EXAMINATION IN COMMERCIAL LAW
May 17, 1963; 8 :3 0  a.m. to 12 m.
All questions are required.
Number 1 (Estimated tim e —  20 to 30  m inutes) 
Instructions
Each of the following numbered phrases or clauses states a legal conclusion as 
it completes the related lettered material. You are to determine whether each of 
the legal conclusions is true or false according to the general provisions of the 
Uniform Negotiable Instruments Law. Write on your answer sheet whether each 
conclusion is true or false. Your grade will be determined by deducting your total 
of incorrect answers from your total of correct answers; if you omit an answer it 
will not affect either total.
An example of the manner in which the questions should be marked is shown 
in the following illustration:
Question
XX. The right of subrogation may arise under:
1. Life insurance policies.
2. Fire insurance policies.
3. Marine insurance policies.
4. Automobile collision insurance policies,
5. Health insurance policies.
Answer
1.
2.
3.
4.
5.
T F
Questions to be Answered
A. An instrument reads as follows:
“Six months after date I promise to pay to the order of Jones three 
hundred dollars ($300.00). Value received with interest at 4% 
(Signed) Smith.”
1. Omission of a date makes this instrument nonnegotiable
2. Smith is the drawee of this instrument.
3. Smith’s signature, made by pen, pencil, typewriter or rubber stamp, 
will not, of itself, affect the negotiable character of this instrument.
4. Delivery of this instrument to Jones makes him a holder.
5. If Jones sues Smith on the instrument, the words “value received” 
will preclude Smith from raising the defense of lack of consideration.
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B. An instrument reads as follows:
Albany, New York
“On demand pay to the order of Art Able two hundred dollars 
($200.00).
To: Bert Baker (Signed) Claud Charles”
Syracuse, New York
6. This is an inland sight draft.
7. Charles is the drawer of the instrument and has a conditional liability 
thereon.
8. Baker’s liability to Able is primary and his liability to Charles secondary.
9. A provision in this instrument authorizing the sale of collateral securi­
ties in case the instrument is not paid at maturity would not, of itself, 
affect the negotiability of the instrument.
10. A provision in this instrument adding costs and attorney’s fees in case 
resort to law is necessary when the instrument is not paid would 
destroy its negotiable character.
C. A check is made payable to the order of X in payment of a bill owed to 
him. X indorses it in blank and delivers it to his son Y as a birthday present.
11. X ’s indorsement has converted the check to bearer paper.
12. X was a holder for value.
13. If X was a holder for value, Y is also a holder for value because he 
took the instrument through X.
14. If the amount payable by the check is expressed in words and also 
in figures and there is a discrepancy between the two, the amount 
indicated by the words is the amount payable.
15. The drawer of the check has a primary liability on the instrument 
to X.
D. X is the holder of a negotiable promissory note payable to the order of 
bearer. He writes on the back of the note “Pay to Y or bearer, X” and delivers 
it to Y.
16. X ’s writing is called a special indorsement.
17. The words “or bearer” in the indorsement are necessary in order 
to retain the negotiable character of the note.
18. The indorsement transfers title to the instrument to Y and imposes 
a liability upon X to pay the amount of the instrument under certain 
conditions.
19. In order for Y to negotiate the note to Z, Y must indorse and deliver 
it to Z.
20. Use of the words “without recourse” in the indorsement would pre­
vent negotiation of the instrument by Y to Z.
E. X is the drawee of a negotiable trade acceptance drawn by Y payable to 
the order of Z. Z indorses and delivers it to M.
21. X is secondarily liable on the instrument when Y executes it.
22. Y is primarily liable on the instrument when he delivers it to Z.
23. Z is secondarily liable on the instrument in his capacity of payee.
24. M is secondarily liable on the instrument in his capacity of indorsee.
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25. X will become primarily liable on the instrument if he accepts it.
F. X accepts a negotiable bill of exchange drawn by Y payable to the order 
of Z Corporation.
26. X may properly refuse to make payment on the grounds that Y’s 
name has been forged.
27. X may not refuse to make payment on the grounds that Y was insane 
when he drew the instrument.
28. X may properly refuse to make payment on the grounds that there 
is no such corporation as the Z Corporation.
29. X may properly refuse to make payment on the grounds that the 
instrument was materially altered prior to his acceptance.
30. If the bill is altered as to amount of payment and X pays the bill in 
ignorance of the alteration, he may recover such payment from the 
party receiving it.
G. X draws a negotiable bill of exchange on Y payable to the order of Z in 
payment of a debt.
31. X could properly insert in the bill a provision excluding any liability 
on the instrument.
32. If Y accepts the bill, X ’s debt to Z will be discharged.
33. By drawing the bill X admits the existence of Z and Z’s capacity at 
the time to transfer the bill.
34. If Y accepts the bill he may not thereafter claim that X's signature 
was a forgery.
35. In all circumstances a bill of exchange other than a check may be 
presented for acceptance.
H. X, a depositor of the M Bank, draws a check on the bank payable to the 
order of Y.
36. Delivery of this check to Y is regarded as an assignment of an equal 
sum on deposit.
37. The M Bank is under a duty to Y to pay him the amount of the 
check if X has on deposit sufficient funds.
38. Delivery of this check to Y in payment for goods received and 
accepted deprives X of the power of stopping payment on the check.
39. If the M Bank certifies the check at the request of Y, X is automat­
ically released from liability to Y.
40. The postdating of this check will have the legal effect of changing it 
from demand paper to time paper.
I. X draws and delivers a check to Y as an advance payment on goods that 
he has contracted to buy. Shortly thereafter X learns that Y cannot fulfill his con­
tract and stops payment on the check.
41. Y cannot sue X for stopping payment on the check.
42. If Y negotiates the check to Z, a holder in due course, Z may hold 
X liable on the dishonored check.
43. Payment of the check by the drawee bank after having been properly 
notified to stop payment will make it liable to X for the loss he 
sustains.
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44. It is commonly provided by statute or by agreement between the 
bank and its depositors that an order to stop payment is not effective 
unless made in writing.
45. Certification of the check by the bank will preclude the bank from 
honoring a stop payment order.
J. X, who indorses the following five negotiable notes “without recourse” is 
liable to a holder in due course for the reasons indicated.
46. A note made by an infant. (Warranty that all prior parties had 
capacity to contract.)
47. A note payable to order of Y, indorsed by Y in blank and stolen 
from him by Z, who negotiates the note to X. (Warranty that instru­
ment is genuine.)
48. A note given to X as payee for a usurious consideration. (Warranty 
that as far as he knew, note was valid.)
49. A note on which the maker’s signature is forged. (Warranty of title.)
50. A note signed, “M, by N, Attorney-in-fact,” which M had not author­
ized. (Warranty that note is genuine and what it purports to be.)
K. X is the holder of a negotiable bill of exchange payable 30 days after sight.
51. X is required to present this bill to the drawee or some person 
authorized to accept or refuse acceptance on his behalf.
52. A refusal by the drawee to accept the bill in writing and on the face 
thereof, if X so requests, constitutes a dishonor.
53. Presentment for acceptance relates to both bills of exchange and 
promissory notes.
54. Failure to present a draft for acceptance in a case in which such 
acceptance is otherwise required will be excused when the drawee 
is dead.
55. An acceptance making this bill payable 10 days after sight is deemed 
a qualified acceptance.
L. The Acme Toy Co. of New Jersey drew a bill of exchange upon Smith at 
Tokyo, Japan, payable to the order of Jones. The draft was duly presented for 
acceptance and dishonored.
56. Jones must protest this bill for nonacceptance in order to hold The 
Acme Toy Co. liable.
57. The protesting of a negotiable instrument must always be made by 
a notary public.
58. A waiver of protest is deemed to include waiver of presentment and 
notice of dishonor.
59. Failure to state the reason or cause for protesting the bill will not of 
itself invalidate the protest.
60. Protest, when required, relates solely to dishonor for nonacceptance.
M. X is the maker of a negotiable promissory note payable to the order of Y. 
Y by blank indorsement negotiates it to Z who in turn negotiates it to K by quali­
fied indorsement.
61. Payment of this note by X before its maturity will of itself discharge 
the note.
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62. Renunciation and cancellation of the note by K are, in effect, a gift 
of the instrument to X.
63. Any act which discharges Y and Z from liability on this note will 
automatically discharge X from liability on the note.
64. Payment of this note by Y will not of itself discharge the instrument.
65. In order for K to effectively cancel this note he need only write 
“cancelled” across the face of the instrument.
N. Concerning an unqualified indorsement:
66. It can be made by a blank indorsement.
67. It can be made by a special indorsement.
68. An unqualified indorsement warrants that the indorser has good 
title to the instrument.
69. An unqualified indorsement warrants that all prior parties had capac­
ity to contract.
70. An unqualified indorser warrants at the time of his indorsement that 
the instrument is valid and subsisting.
O. A promissory note reads as follows:
“January 1, 1963
Thirty (30) days from date I promise to pay to the order of John Doe the 
sum of one hundred ($100.00) dollars.
(Signed) Richard Roe”
Able received this note from Doe in the ordinary course of business on 
January 15, 1963 without actual notice of any infirmities other than those 
on the face of the instrument itself.
71. In order for Able to be a holder in due course Doe must indorse and 
deliver the note to him.
72. Roe would have a complete defense against Able if Roe is an infant.
73. Roe would have a complete defense against Able if Doe is an infant.
74. Roe would be liable on this note as maker if, with authority, he 
signed “Acme Corp., by Roe, agent.”
75. Able could not be a holder in due course if the note were indorsed 
“Pay to Able, J. Doe, without recourse.”
Number 2 (Estimated time —  20 to 30 minutes)
Instructions
Each of the following numbered phrases or clauses states a legal conclusion as 
it completes the related lettered material. You are to determine whether each of the 
legal conclusions is true or false according to general principles of creditors’ rights 
and bankruptcy law. Write on your answer sheet whether each conclusion is true 
or false. Your grade will be determined by deducting your total of incorrect answers 
from your total of correct answers; if you omit an answer it will not affect either total.
Questions to be Answered
A. Aggressive collection procedures often used by creditors include
76. Attachment of property to satisfy judgments against the debtor.
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77. Garnishment of monies owed to the debtor.
78. Obtaining voidable preferences which precipitate a bankruptcy pro­
ceeding.
79. Resort to equity to discover whether the debtor has any hidden assets.
80. Levying on property that was conveyed by the debtor to a third 
person to defraud creditors.
B. Composition agreements are
81. Not binding on nonassenting creditors unless the statutes so provide.
82. Invalid if without consideration.
83. Void as against public policy unless all creditors assent to them.
84. Arrangements by which the creditors agree to accept, in discharge of 
their claims, a pro rata distribution of an amount that is less than 
the sum of their claims.
85. Voidable if the debtor has made fraudulent misrepresentation.
C. In order to be valid an assignment for the benefit of creditors
86. Must have the agreement of all the creditors prior to the assignment.
87. Requires the debtor to relinquish control over his business or assets 
after the assignment.
88. Must meet the requirements set forth in the statutes regulating such 
assignments in the state in which the debtor lives.
89. Must be open to all creditors who wish to participate.
90. Must be initially approved by and subject to continued court super­
vision.
D. Insolvency in the equity sense
91. Is a financial status in which the aggregate value of assets, at a fair 
valuation, is not sufficient to pay outstanding liabilities.
92. Is the same as insolvency in the bankruptcy sense.
93. Means the inability to pay debts as they mature.
94. Is easier to establish than insolvency in the bankruptcy sense.
95. Is normally determined by an examination of the most recent annual 
balance sheet, provided it is audited by a CPA firm.
E. The following types of transfers or conveyances may be set aside as fraud­
ulent by the trustee in bankruptcy:
96. Transfers which are made in good faith, but for less than fair value, 
if they leave the debtor insolvent.
97. Gifts made in good faith by a solvent debtor who remains solvent 
after the gift.
98. Transfers to relatives regardless of intent and solvency.
99. All transfers made within two months of the filing of the petition in 
bankruptcy.
100. Transfers made with an actual intent to hinder, delay or defraud 
creditors even if made for fair value by a solvent debtor.
F. An involuntary petition in bankruptcy
101. Must state that one or more acts of bankruptcy were committed 
within the four months preceding the date of filing.
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102. Must be filed by all the creditors if the number is less than twelve 
and an amount in excess of $12,000 is owed.
103. Must be filed by three or more creditors if the debtor’s creditors are 
twelve or more in number and their provable claims aggregate $500 
in excess of any security held by them.
104. May be filed only if the alleged bankrupt owes $1,000 or more.
105. Can never be filed by a single creditor unless he is the debtor’s only 
creditor.
G. The following persons or entities may be involuntarily petitioned into 
bankruptcy:
106. Professional partnerships, such as CPA firms.
107. Building and loan associations.
108. Municipal corporations.
109. Wage earners whose annual compensation does not exceed $1,500.
110. Railroads.
H. The fact that a person is solvent in the bankruptcy sense is not a valid 
defense when an involuntary petition in bankruptcy is based on the following 
acts of bankruptcy:
111. A written admission by the bankrupt of his inability to meet his debts 
and of his willingness to be adjudicated a bankrupt.
112. A fraudulent conveyance.
113. An assignment for the benefit of creditors.
114. Appointment of a receiver or trustee.
115. Failure to discharge a lien by legal proceedings.
I. A trustee in a bankruptcy proceeding
116. Can abandon property that is worthless.
117. Is a federal court officer.
118. May be an individual or corporation.
119. Must examine proofs of claim and object to improper allowance of 
claims.
120. Has the standing of a hypothetical lien creditor with respect to attack­
ing transfers made by the debtor.
J. The following provable debts are not discharged by bankruptcy:
121. Debts arising from malicious injuries to others.
122. Hospital bills.
123. Federal, state and local taxes.
124. Rents owed.
125. Unscheduled debts if creditor had no notice or actual knowledge of 
the bankruptcy proceedings.
K. The following debts of the bankrupt may be proved and allowed against 
the estate:
126. Contractual penalties that become effective in the event of default.
127. Interest on general claims.
128. Court cost incurred by a creditor prior to the filing of the petition.
129. An anticipatory breach of contract.
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130. Judgments obtained prior to filing of the petition.
L. A preference in bankruptcy
131. Will result from the present transfer of property as security for a 
prior debt.
132. Can be “suffered” as well as “granted.”
133. Is an act of bankruptcy even if it is not voidable.
134. Will not result from a present transfer of property for a fair present 
consideration even if all other requirements are met.
135. Requires that the creditor receiving the preference have knowledge or 
reasonable cause to believe the debtor was insolvent if it is to be 
voidable.
M. A priority in a bankruptcy proceeding
136. Is given to secured creditors for the amount by which their security 
fails to satisfy the debt owed.
137. Is determined on the basis of the relative good faith of the parties.
138. Is given to alimony payments.
139. Is given to wage earners but is limited in amount and time prior to 
filing of the petition.
140. Is given for administration costs, including accountants’ fees.
N. The following are some of the duties of a bankrupt:
141. Surrender all his property.
142. Attend the first creditors’ meeting.
143. Prepare and file a schedule of his assets and indicate where they may 
be found.
144. Continue to operate the business under the supervision of the people 
chosen by the creditors.
145. Help in the verification of proofs of claim submitted to the trustee.
O. In order to obtain a discharge in bankruptcy the debtor must
146. Not have committed any bankruptcy offense.
147. Be adjudicated an “honest debtor.”
148. Not have given any false statements in connection with obtaining credit.
149. Obey all court orders.
150. Not have been discharged in bankruptcy within six years prior to the 
present bankruptcy.
Number 3 (Estimated time —  20 to 30 minutes)
Instructions
Each of the following numbered phrases or clauses states a legal conclusion as 
it completes the related lettered material. You are to determine whether each of the 
legal conclusions is true or false according to general principles of law and the 
Uniform Partnership Act. Write on the answer sheet whether each conclusion is 
true or false. Your grade will be determined by deducting your total of incorrect 
answers from your total of correct answers; if you omit an answer it will not affect 
either total.
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Questions to be Answered
A. The following factors are of prime importance (constitute prima facie 
evidence) in determining, as to a dispute between the partners themselves, whether 
a partnership exists:
151. The sharing in profits.
152. The relative dollar amounts of the capital contributions.
153. The lack of or presence of a formal written partnership agreement.
154. The duration of the undertaking.
155. The subjective intent of the parties.
B. According to the Uniform Partnership Act, a “dissolution”
156. Is defined as the winding up of the business.
157. Automatically terminates the partnership for all purposes.
158. Automatically results from the assignment by a general partner of his 
entire interest in the partnership to a third person.
159. Due to the death of a partner may be prevented by providing a fixed 
term in the partnership agreement.
160. Is caused by any partner’s ceasing to be associated in the carrying on 
of the business.
C. A dissolution of the partnership
161. Caused by the withdrawal of a partner in violation of the partnership 
agreement will subject the withdrawing partner to liability for breach 
of contract.
162. Will not occur if a partner is expelled from the partnership.
163. May be obtained by court decree if the business of the partnership 
can only be carried on at a loss.
164. Occurs as a result of bankruptcy of any partner.
165. Occurs as a result of the bankruptcy of the partnership.
D. Notice of the dissolution of the partnership
166. May be effective as to some third parties even though they do not 
have actual notice.
167. Must come directly from the individual partners.
168. If effective, cuts off the continuing apparent authority of the partners.
169. Need not be given to third parties who had knowledge of the partner­
ship’s existence but who had not dealt with it prior to dissolution.
170. Must be actual to be effective as to third parties who have dealt with 
the firm prior to dissolution.
E. A dissolution of the partnership
171. Discharges the partners from all existing partnership liability.
172. Caused by the death of a partner discharges the deceased partner and 
his estate from all partnership liability.
173. Will free the partnership from liability with respect to the unexecuted 
portion of any existing leases.
174. Will not occur as a result of a demand for an accounting by a dis­
gruntled partner.
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175. Will be caused by the termination of the definite term indicated in the 
partnership agreement.
F. X, Y, and Z were general partners in a trading partnership which was 
engaged in selling household appliances at retail. There was an agreement among 
the partners that no partnership commitment should be made by an individual 
partner.
The partnership would be bound, as to third persons who were unaware of 
such a limitation, on a contract or note or other transaction made by X in the 
partnership name, if it were
176. A contract hiring a salesman on a commission basis.
177. A contract for the purchase of inventory to replenish the amount sold.
178. A confession of judgment against the partnership.
179. A note which X endorsed in the firm name for the accommodation of 
a supplier.
180. A contract of sale of the entire inventory and fixtures of the firm.
G. Same facts as in F  above:
181. A contract selling the firm’s only store.
182. A contract of insurance covering the store and inventory.
183. A contract for the purchase of a custom-made overcoat for X.
184. An assignment of assets to a receiver for the benefit of creditors.
185. A contract for the purchase of a new delivery truck.
H. The assignee of a partner’s interest in the firm
186. Is entitled to the status of a secured creditor in bankruptcy.
187. Has the same rights as the partner had.
188. Is entitled to receive the partner’s interest on dissolution.
189. Will cause a dissolution of the firm if he dies.
190. Can obtain a court decree ordering a dissolution if the partner denies 
him access to the firm books.
I. Property belongs to an individual partner rather than the partnership if it 
has been
191. Initially contributed to the firm by the partner.
192. Purchased with partnership funds but title was taken in the individual 
partner’s name.
193. Purchased with the individual partner’s own funds and not used for 
partnership purposes but title was mistakenly taken in the partnership 
name.
194. Distributed to him as a share of profits.
195. Property used by the firm in its trade or business but with the pay­
ment of an annual rental to the partner.
J. In a general partnership an incoming partner is liable
196. For all partnership debts incurred after he enters the partnership, 
without limit as to amount.
197. For rental payments on a lease which was executed before he became 
a partner but which matured after his entry.
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198. For all debts incured by the partnership regardless of whether he was 
a partner at time the debts were incurred.
199. For debts incurred prior to his entry into the firm, but only to the 
extent of his capital contributions.
200. Only to the extent of his original capital contribution, regardless of 
when the debts were incurred.
K. In a general partnership, individual partners are
201. Trustees for the benefit of creditors.
202. Fiduciaries with respect to their copartners.
203. Agents for the partnership.
204. Jointly and severally liable.
205. Tenants in copartnership with respect to partnership property.
L. In a general merchandising partnership, the following acts require the 
unanimous consent of the partners unless there is an abandonment of the firm’s 
business:
206. Submitting a claim to arbitration.
207. Purchasing real property.
208. Expanding the firm’s operations by handling a new line of merchandise.
209. Disposing of the goodwill of the business.
210. Admission of a new partner.
M. A partner has the right to a formal accounting as to partnership affairs
211. Only if the right exists under the terms of the partnership agreement.
212. If the partner is wrongfully excluded from participation in partnership 
affairs.
213. If the partner is wrongfully excluded from possession of partnership 
property.
214. If a copartner has breached his fiduciary duty to the partnership.
215. At any time, so long as he makes his demand in writing and allows 
one month from the time of his demand to the date he wishes to 
receive the accounting.
N. If a partner has become bankrupt or his estate is insolvent, the order of 
priority or rank of claimants insofar as his personal property is concerned is
216. First to firm creditors.
217. Second to separate creditors.
218. After outside firm creditors, to fellow partners to repay their capital 
contribution.
219. First to separate creditors.
220. Second to his wife, after separate creditors.
O. No legal inference will be drawn that a party is a partner from the fact that 
he receives a share in the profits of the partnership if such profits were received
221. In monthly installments.
222. In accordance with a percentage computation.
223. As a rental payment, based upon a percentage of gross profits.
224. As loan interest, the amount of which is variable depending upon the 
profits of the business.
225. As a part of his drawings.
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Number 4 (Estimated tim e—  15 to 20 minutes)
Part a. P wanted to purchase certain goods on credit from C. The terms of 
payment were 2/10, net 30. C requested that P obtain a surety on the obligation 
before he would agree to the credit terms. P went to S, a well-known financier and 
friend of P, and asked him, as a personal favor, to assume the role as surety on 
the contract with C. S did so and the goods were duly shipped to P on open book 
account with the terms indicated as 2/10, net 30.
C, not having received payment after 20 days had expired, went to P and re­
quested that P execute a promissory note, which covered the amount owed and 
specified that payment would not be due until two months from the date of 
execution. P agreed and signed the note. P subsequently defaulted on the note and 
C sued S on his surety promise.
Required:
Can C recover against S? Explain.
Part b. Define the term “compensated surety” and explain why the distinction 
between compensated and noncompensated surety is important in the law today.
Part c. C is a seller of merchandise. S guaranteed the collectibility of C’s 
accounts in connection with sales made to P. P defaulted and C wants to be certain 
that he will be able to hold S liable on the guarantee.
Required:
What steps must be taken by C to avoid losing or impairing his rights against S? 
Explain.
Number 5 (Estimated time —  20 to 25 minutes)
Part a. Casey, a general contractor, had a contract with a local school board 
for the construction of a $2,000,000 school. He subcontracted the electrical work 
to Whatt. Whatt had completed a substantial part of the subcontract when he met 
with financial reverses that made it impossible for him to pay his supplier for 
materials already delivered. He was refused further deliveries of materials by his 
supplier until the amount owing was paid. Casey promised the supplier to pay 
Whatt’s debt if the supplier would complete delivery so that the school could be 
completed on schedule. The supplier agreed to Casey’s offer and supplied the 
necessary material. Upon completion of the electrical work the supplier billed Casey 
who refused to make payment. Casey contended that the application of the Statute 
of Frauds released him from liability on his promise to the supplier.
Required:
1. Explain the purpose of the Statute of Frauds.
2. List four kinds of contracts to which the Statute of Frauds is applicable.
3. Does Casey have a valid defense? Explain.
Part b. Peters, a certified public accountant, decided to retire from practice.
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During a period of 25 years he had personally built up a lucrative practice in 
Petersburg Township. He sold all his professional assets, including the goodwill, 
to Douglas, CPA, for an agreed-upon sum. As a part of the sale Peters covenanted 
that he would not engage in the public practice of accounting anywhere within the 
United States for a period of five years.
R equired:
Can this agreement be enforced against Peters? Explain.
Part c. Define or explain the term “substantial performance” as it relates to 
construction contracts and give three requisites for recovery under this doctrine.
Number 6 (Estimated time —  20 to 25 minutes)
Part a. On January 1, 1963 Baker loaned Able $1,000. Able owned a painting 
for which the X Museum had offered $2,000. On January 20, 1963 Able gave 
Baker a writing by which Baker is given the authority, in case of nonpayment of 
the loan by March 31, 1963, to sell the painting to the X Museum for $2,000 and 
to retain out of the proceeds the amount of the loan. He was to pay the surplus to 
Able. On April 1, 1963 Able informed Baker that at that time he could not repay 
the loan and that the authority to sell the painting was revoked. On the same day 
Able informed the curator of the X Museum that the painting was not for sale. 
On April 4, 1963 Baker showed the written authorization to the curator and they 
executed a sale of the painting for $2,000.
Required:
1. Does Able have any remedy against Baker for selling the painting? Explain.
2. Does Able have any remedy against the Museum for buying the painting? 
Explain.
Part b. Other than an agency created by express or implied appointment by the 
principal, list three ways in which an agency relationship may be created to bind 
the principal to third persons.
Part c. Arthur gratuitously promised to perform a certain act as an agent for 
Peter.
1. Arthur omitted to do the act. As a direct consequence of the omission, Peter 
suffered a $1,000 loss. Is Arthur liable for such loss? Explain.
2. Arthur undertook performance of the promised act but in such a negligent 
manner Peter suffered a $5,000 loss. Is Arthur liable for such loss? Explain.
Number 7 (Estimated tim e —  20  to 25 m inutes)
Peters, who was engaged in the business of selling ready-made men’s trousers 
delivered certain cotton material to David, a manufacturer of trousers. Peters and 
David entered into a written agreement whereby David agreed to manufacture a 
specified number of trousers from the cotton so delivered. The price was fixed at 
$20 per dozen trousers, against which price a credit of $.45 per yard was to be
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given Peters for the cotton. David carelessly left his place of business unlocked one 
night, and the cotton was stolen.
Required:
a. State the legal relationship between Peters and David concerning the de­
livered cotton material.
b. Upon what specific factor does the legal relation between Peters and David 
depend for its validity?
c. Who would bear the loss? Explain.
d. Distinguish the legal relationship in the stated facts from a sale.
Number 8 (Estimated time —  20 to 25 minutes)
Part a. James took out an insurance policy on the life of Frank, one of the 
janitors who worked in the building James owned. Frank consented to this and 
passed the physical examination. The policy contained the usual two-year incon­
testable clause. Frank died three years after the policy was taken out. James now 
seeks to collect the face value of the policy. James had acted in good faith, was in 
no way responsible for Frank’s death, and had paid the premiums during the three 
years the policy was in existence.
Required:
1. Can James recover the face amount of the policy? Explain.
2. If James was the principal owner of a closely-held manufacturing corporation 
and Frank was the executive vice president in charge of manufacturing and 
sales, could the corporation validly insure the life of Frank? Explain.
Part b. What are the principal purposes of requiring that the insured have an 
insurable interest in insured property?
Part c. The S Surety Company has written a general fidelity bond covering 
defalcations by employees of the Able Corporation. Upon being informed of short­
ages caused by the wrongful activities of an employee of Able Corporation, the S 
Surety Company paid the Able Corporation the full amount of its loss.
The S Surety Company now seeks to hold the CPA firm that gave an opinion 
upon the corporation’s statements liable for the shortages. The shortages were the 
result of clever forgeries, collusive fraud and unrecorded transactions which would 
not be uncovered by an examination made in accordance with generally accepted 
auditing standards.
Required:
1. Upon what right, well recognized in the law of suretyship, does the S Surety 
Company rely in attempting to impose liability upon the CPA firm?
2. The S Surety Company claims that the CPA firm is, in effect, an insurer 
insofar as detection of defalcations is concerned. That is, the CPA firm is 
liable if it fails to discover a defalcation. Is this correct? Explain.
3. What is the general legal standard governing a CPA’s liability for negligence?
EXAMINATION IN THEORY OF ACCOUNTS 
May 17, 1963; 1:30 p.m. to 5 p.m.
All questions are required.
Number 1 (Estimated time —  25 to 35 minutes)
On a separate answer sheet write in the letter of your answer choice. Select the 
one answer which best states a logical conclusion based on the facts stated.
1. If companies A and B manufacture similar products that require negligible 
distribution costs, and if their assets, operations, and accounting are similar in all 
respects except that A uses direct costing and B uses absorption costing,
a. A would report a higher inventory value than B for the years in which 
production exceeds sales.
b. A would report a higher inventory value than B for the years in which 
production exceeds the normal or practical capacity.
c. B would report a higher inventory value than A for the years in which 
production exceeds sales.
d. B would report a higher net income than A for the years in which pro­
duction equals sales.
e. None of the above.
2. The credit balance that arises when a net loss on a purchase commitment 
is recognized should be
a. Presented as a current liability.
b. Subtracted from ending inventory.
c. Presented as a reservation of retained earnings.
d. Presented in the income statement.
e. None of the above.
3. The gross profit method of inventory valuation is invalid when
a. A portion of the inventory is destroyed.
b. There is a substantial increase in inventory during the year.
c. There is a general price decline during the year.
d. There is no beginning inventory because it is the first year of operations.
e. None of the above.
4. The pricing of issues from stock of inventory must be deferred until the end 
of the accounting period under the following method of inventory valuation:
a. Moving average.
b. Weighted average.
c. LIFO
d. FIFO
e. None of the above.
5. If a material amount of inventory has been ordered at the balance sheet 
date for future delivery,
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a. This fact must be disclosed.
b. Disclosure is required only if prices have declined since the date of the 
order.
c. Disclosure is required only if prices have since risen substantially.
d. An appropriation of retained earnings is necessary.
e. None of the above.
6. Retained earnings reserves are created for the purpose of
a. Earmarking cash to be used for particular purposes.
b. Insuring the payment of dividends.
c. Protecting the working capital position.
d. Preventing losses from contingencies.
e. None of the above.
7. Fixed assets may properly include
a. Deposits on machinery not yet received.
b. Idle equipment awaiting sale.
c. Property held for investment purposes.
d. Land held for possible future plant site.
e. None of the above.
8. Sunk cost is measured by
a. The difference in total costs between two alternatives.
b. Actual cash outlays or their equivalent.
c. The value of the item in some alternative use.
d. Present book value based on historical cost.
e. None of the above.
9. The bonds outstanding method of amortizing the premium or discount on 
bonds
a. Provides for a uniform rate of interest expense based on declining debt 
balance.
b. Is an application of the straight-line method.
c. Is desirable when interest payment dates do not coincide with account­
ing period dates.
d. Is necessary when there is a partial redemption of the bonds before 
maturity.
e. None of the above.
10. If a company uses a predetermined rate for application of manufacturing 
overhead, the volume variance is the
a. Under- or overapplied fixed cost element of overhead.
b. Under- or overapplied variable cost element of overhead.
c. Difference in budgeted costs and actual costs of fixed overhead items.
d. Difference in budgeted costs and actual costs of variable overhead items.
e. None of the above.
Write your answer on a separate answer sheet to indicate whether each of the 
following statements is true or false. Your grade on the true-false questions will be 
determined by deducting your total of incorrect answers from your total of correct 
answers; if you omit an answer it will not affect either total.
11. Operating losses may be charged directly to the Contributions in Excess of 
Par Value account when the Retained Earnings account is exhausted.
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12. A conversion of bonds payable into common stock may result in an 
increase in paid-in capital in excess of par.
13. Under the “cost” or “legal” basis of accounting for investment in a sub­
sidiary, the parent company will carry its investment at cost and will record the 
subsidiary net income as income.
14. The valuation assigned to inventory by the “retail method” of inventory 
pricing approximates that obtained by the lower-of-cost-or-market valuation of 
inventory.
15. All liabilities of foreign subsidiaries consolidated with United States com­
panies should be translated into dollars at the rate of exchange in effect on the date 
of the balance sheet.
16. Inventories of gold and silver, when there is an effective government con­
trolled market at a fixed monetary value, are reported at selling price less disposal 
costs.
17. It is no longer considered necessary to date retained earnings following a 
quasi-reorganization.
18. Unbilled costs and fees under cost-plus-fixed-fee contracts should be classi­
fied as inventory on the balance sheet.
19. If there is as much as a month’s difference in the ending dates of a parent 
company’s fiscal period and its subsidiary’s fiscal period, consolidated statements 
should not be prepared.
20. If the amount of current assets exceeds the amount of current liabilities, 
a decrease in current assets with a corresponding decrease in current liabilities of 
the same amount will increase the current ratio.
21. The Reserve for Possible Future Market Decline in Inventories account 
should be shown on the balance sheet as a deduction from the Inventory account.
22. Under the retirement method of recording depreciation, operations are 
charged, at the time of the retirement of the old asset, with the cost of the new 
asset less the salvage recovery on the old.
23. The base stock method of inventory pricing is based on the concept that a 
part of inventory is comparable to the investment in a fixed asset.
24. The value of a claim based on the carry-back provisions of the Internal 
Revenue Code should not be included in the accounts prior to approval by the 
Internal Revenue Service.
25. An advance received on a cost-plus-fixed-fee contract made for the purpose 
of providing a revolving fund should be deducted from the amount billable and 
only the net amount should appear on the balance sheet.
26. Sale of a delivery truck with a book value of $650 for $500 will increase 
the working capital ratio.
27. Intangible assets should not be written off against contributed capital.
28. An advantage of the completed-contract method of accounting for long-term 
contracts is that current performance is disclosed when the period of the contract 
extends into more than one accounting period.
29. If the requirements of a pooling of interests have been met and one or 
more of the constitutent corporations continues in existence in a subsidiary rela­
tionship, the retained earnings of the subsidiary company earned prior to affiliation 
should be combined with the retained earnings of the parent on a consolidated 
balance sheet
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30. Stock that is preferred as to dividends is, in the absence of specific pro­
visions to the contrary, also preferred as to assets on liquidation.
31. Direct costing recognizes fixed overhead costs as inventoriable costs.
32. Goods on order, under a contract which is binding on both parties, should 
be included as an inventory item on the balance sheet.
33. The flexible budget is in reality a series of fixed budgets at various operating 
levels.
34. During a period of rising prices the LIFO method of inventory valuation 
results in current costs being charged to production but it has the opposite effect 
during a period of declining prices.
35. The specific identification method of inventory valuation cannot be used 
in conjunction with inventory valuation at the lower of cost or market.
Number 2 (Estimated time —  20 to 25 minutes)
There are both similarities and differences to be found in the accounting treat­
ments of depreciation and depletion.
Required:
a. Describe cost depletion and percentage depletion. Under what conditions, if 
any, is percentage depletion permitted? Why did the percentage depletion method 
come into being?
b. List (1) the similarities and (2) the differences in the accounting treatments 
of depreciation and cost depletion.
c. Fixed assets donated to corporations are placed on the books and their 
depreciation or depletion is recorded. Discuss the accounting justification for 
recording on the books (1) fixed assets received as a gift, and (2) their deprecia­
tion or depletion.
Number 3 (Estimated tim e— 25 to 30 minutes)
The owners of the P. K. Leash Company, a closely held corporation, have 
offered to sell their 100% interest in the Company’s common stock at an amount 
equal to the book value of the common stock. They will retain their interest in the 
Company’s preferred stock.
The president of the Kissena Corporation, your client, would like to combine 
the operations of the P. K. Leash Company with his Leather Products Division 
and he is seriously considering having Kissena Corporation buy the common stock 
of the P. K. Leash Company. He questions the use of “book value” as a basis for 
the sale, however, and has come to you for advice.
Required:
Draft a report to your client. Your report should cover the following points:
a. Define book value. Explain its significance in establishing a value for a 
business that is expected to continue in operation indefinitely.
b. Describe the procedure for computing book values of ownership equities.
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c. Why should your client consider the P. K. Leash Company’s accounting 
policies and methods in his evaluation of the Company’s reported book value? 
List the areas of accounting policy and method relevant to this evaluation.
d. What factors, other than book value, should your client recognize in de­
termining a basis for the sale?
Number 4 (Estimated time —  25 to 30 minutes)
The Whitewall Appliance Company, your client, has followed the policy of 
selling its merchandise at retail for cash only. During the past year it expanded its 
line of appliances to include higher priced items and provided an eighteen-month 
installment payment plan for its customers.
Under Whitewall’s installment payment plan the customer’s contract includes a 
financing charge of 10% of the sales price of the merchandise. Whitewall has 
decided to retain the installment contracts receivable and not discount them with 
a finance company. Whitewall intends to obtain the necessary additional working 
capital by short-term bank loans.
You learn that Whitewall has decided to report the unearned portion of the 
10% finance charges as a current liability in the balance sheet with full disclosure 
in a footnote, an acceptable treatment. You know that the unearned portion of 
the finance charges might be reported by alternative accounting procedures.
Required:
a. What arguments do you expect from Whitewall to support its decision to 
report the unearned portion of the 10% finance charges as a current liability?
b. What reasons would you offer Whitewall for reporting the unearned portion 
of the finance charges as deferred income in a section of the balance sheet between 
liabilities and stockholders’ equity?
c. The unearned portion of the finance charges may be reported as a deduction 
from the total contracts receivable on the asset side of the balance sheet. What 
reasons would you offer for this procedure?
d. Discuss the validity of the arguments for the three methods. Which method 
do you recommend?
e. Whitewall has not given any consideration to the accounting method to be 
used for recognizing revenue on the installment sales. Give the methods of recog­
nizing revenue (you may write in terms of gross profit) from installment sales 
and discuss the acceptability of each method.
Number 5 (Estimated time —  25 to 30 minutes)
An important function of cost accounting is accounting for labor costs and 
related fringe benefits.
Required:
a. Define direct labor and indirect labor.
b. Discuss three reasons for distinguishing between direct and indirect labor.
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c. Give three costing methods of accounting for the premium costs of overtime 
direct labor. Under what circumstances would each method be appropriate?
d. Your newly-acquired client, The Evergood Company, has expensed vacation 
pay on the cash basis in prior years and is considering changing to the accrual basis 
in 1964. What would be the effects, if any, upon the 1964 annual financial state­
ments of a change from the cash basis to the accrual basis of expensing vacation pay?
Number 6 (Estimated time —  25 to 30 minutes)
The Lowman Paint Company, your client, manufactures paint. The Company’s 
president, Mr. Lowman, has decided to open a retail store to sell Lowman paint 
as well as wallpaper and other supplies that would be purchased from other 
suppliers. He has asked you for information about the retail method of pricing 
inventories at the retail store.
Required:
Prepare a report to the president explaining the retail method of pricing inven­
tories. Your report should include the following points:
a. Description and accounting features of the method.
b. The conditions that may distort the results under the method.
c. The advantages of using the method when compared to cost methods of in­
ventory pricing.
d. The accounting theory underlying the treatment of net markdowns and net 
markups under the method.
Number 7 (Estimated time —  25 to 30 minutes)
For some time the need for the study and formulation of basic postulates and 
principles of accounting has been recognized.
Required:
a. Discuss (1) the purpose of developing basic postulates and principles of 
accounting, and (2) the benefits to be derived from their development.
b. Frequently advanced as a basic postulate is a general proposition dealing 
with “objectivity.” Under what conditions, in general, is information arising from 
a financial transaction considered to be objective in nature?
c. Accountants acknowledge that financial statements reporting the results of 
operations for relatively short periods of time, say one year, are tentative whenever 
allocations between past, present, and future periods are required. On the other 
hand the “objectivity” postulate leads to the logical deduction that changes in 
assets and liabilities, and the related effects (if any) on revenues, expenses, retained 
earnings, and the like, should not be given formal recognition in the accounts 
earlier than the point of time at which they can be measured in objective terms. 
Can this apparent conflict be resolved? Discuss.
Examination, November, 1963
EXAMINATION IN ACCOUNTING PRACTICE— PART I
November 6, 1963; 1:30 to 6:00  p.m.
All problems are required.
Number 1 (Estimated time— 35 to 45 minutes)
Instructions
On a separate answer sheet write in the letter of your answer choice. The 
answers should be selected in accordance with the current Internal Revenue Code 
and Regulations. There is only one correct answer for each item.
Questions to be Answered
1. Will B. Single was required by a decree of divorce to pay his divorced wife 
$18,000 in alimony over a period of 6 years. The terms of payment were $4,000 
per year for 3 years beginning in 1962 and $2,000 in each of the remaining 3 
years. For the year 1962 Single may deduct as an itemized deduction for alimony 
payments
a. $ 2,000.
b. $ 3,000.
c. $ 4,000.
d. $18,000.
e. None of the above.
2. John Fox was required by a decree of support to pay his divorced wife 
$1,000 per year for the support of each of their three minor children. For the year 
1962 Fox may deduct as an itemized deduction
a. $ 600.
b. $1,000.
c. $1,800.
d. $3,000.
e. None of the above.
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3. Martin Goldman, a widower, lives alone. As a means of having cash avail­
able in case of his own disability, he opened a joint account with his sister, Mary, 
in the Downtown State Bank. Only Martin was to deposit money in the account and 
on February 15, 1962 he deposited $6,200. On June 15, 1962, with his permission, 
Mary withdrew $300 for her personal use; it was not intended that she would 
return the money.
As a result of the above, Mary received
a. Taxable income of $300.
b. A gift of $300.
c. Taxable income of $3,100.
d. A gift of $3,100.
e. None of the above.
4. The White Corporation purchased a new machine on January 1, 1962 at a 
cost of $21,000. Its estimated useful life to the company is seven years. It was 
estimated that at the end of that time the machine would have no salvage value. 
The White Corporation’s tax liability for 1962 is $20,000 before claiming an 
investment credit.
The White Corporation’s investment credit for 1962 is
a. $ 147.
b. $ 980.
c. $1,400.
d. $1,470.
e. None of the above.
5. In 1962 John Andrews received $500 from Robert Bush in payment of a 
$500 loan made in 1954. John Andrews had believed that the loan would not 
be repaid and had claimed the amount as a bad debt in 1958.
For 1962 John Andrews would report the $500 receipt as
a. Ordinary income of $500.
b. A short-term gain of $500.
c. A long-term gain of $500.
d. No income but he would file an amended return for 1958.
e. None of the above.
6. Mr. and Mrs. Able received dividends in 1962 as follows:
American Telephone & Telegraph Co..........  ..........................................  $400
Union Pacific Railroad ..............................................................................  25
Canada Mining Co., Ltd..............................................................................  85
Total cash received ............................................................................  $510
The Union Pacific Railroad stock was owned by Mrs. Able. Mr. Able owned 
the remainder of the stock. The dividend from the Canada Mining Co., Ltd. was 
$100 but Canadian income tax of $15 was withheld The Ables’ taxable income 
for 1962 was $4,000 and their income tax before the dividend received credit 
was $785.
The dividends received credit on a joint return for 1962 is
a. $14.
b. $15.
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c. $17.
d. $21.
e. None of the above.
7. Arnold Company’s delivery truck was completely destroyed by fire. The 
truck had cost $3,200 and had accumulated depreciation of $2,800 at the date of 
the fire. The market value at the date of the fire was $1,000. There was no in­
surance coverage.
The Company has a deductible loss of
a. $ 400.
b. $ 800.
c. $1,000.
d. $3,200.
e. None of the above.
8. During 1962 Dale Denton exchanged his apartment building for 25,000 
shares of corporate stock held by a stockholder. The corporation had 30,000 shares 
of stock outstanding which had been issued in 1953 at its par value of $1.00 per 
share. It had a fair market value of $1.50 per share at the date of the exchange. 
The apartment building had cost $27,500 and had accumulated depreciation of 
$1,500 on the date of the exchange. Its fair market value on this date was $35,000.
The above transaction resulted in a gain to Denton of
a. $ 2,500.
b. $ 4,000.
c. $10,000.
d. $11,500.
e. None of the above.
9. Bob Bates was 67 and his wife, Nancy, was 64 when he died on May 3, 
1961. Bob’s mother had lived in their home since 1958 and was wholly dependent 
upon them. Nancy continued to maintain the home after Bob’s death and to 
support her mother-in-law.
For 1962 Nancy may claim exemptions of
a. $ 600.
b. $1,200.
c. $1,800.
d. $2,400.
e. None of the above.
10. William Enders serves as a volunteer worker on a fund-raising committee 
for State University. In 1962 his travel expenses for the fund-raising work were 
$300. He was not reimbursed for the expenses.
On July 1, 1962 he made a personal pledge of $1,000 to State University under 
the fund-raising campaign. During 1962 he mailed his personal checks for half of 
his pledge, a $250 check in September and a $250 check in late December. The 
December check was mislaid by the University and not deposited until April 1963.
Subject to the limitation on contributions, Mr. Enders can claim a deduction 
for contributions for 1962 of
a. $ 550.
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b. $ 800.
c. $1,000.
d. $1,300.
c. None of the above.
11. During 1962 Sam Jones was ill and paid $780 for his hospital bills and 
$100 for drugs. His doctor bill was $500 of which $300 was paid in 1962 and 
$200 in 1963. His payments in 1962 for premiums on hospitalization insurance and 
disability insurance were $120 and $200 respectively. Jones received $450 from his 
disability insurance in 1962, $505 on his hospitalization insurance in 1962, and 
$210 on his hospitalization insurance in 1963. Jones’ adjusted gross income in 
1962 was $6,500. His taxable income before any deduction for medical expense 
was $5,300. Jones is 40 years old.
Jones’ medical expense deduction for 1962 is
a. $295.
b. $326.
c. $535.
d. $583.
e. None of the above.
12. Joe Bailey borrowed $10,000 from the State Bank for use in his business. 
In order to obtain the loan Jess Stewart, a personal friend of Bailey, guaranteed 
payment. Bailey’s business subsequently failed and he was unable to pay off the 
loan. Stewart repaid the loan in 1962 under his obligation as guarantor; Bailey was 
insolvent at this time.
In preparing his federal income tax return for 1962 Stewart should treat the 
repayment as
a. A short-term capital loss.
b. A business bad debt.
c. An ordinary loss.
d. A loss not deductible for tax purposes.
e. None of the above.
13. On December 13, 1961, with the intention of erecting a new apartment 
house, the Geno Corporation purchased real estate for $32,000 upon which was 
located an old building. The seller had quoted $24,000 for the land and $8,000 
for the building. Legal fees of $1,200 connected with the purchase were paid by 
Geno. On January 3, 1962 razing of the old building was begun and a new apart­
ment house was erected at a contract price of $60,000.
The tax basis of the new apartment house for the computation of depreciation is
a. $55,800.
b. $60,000.
c. $68,000.
d. $68,300.
e. None of the above.
14. Jerome Black (single) has adjusted gross income for 1962 of $11,200. 
The only allowable deductions shown by his records are:
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Contributions .................................................................................................. $250
Interest ............................................................................................................  50
Real estate taxes ...........................................................................................  100
Total ........................................................................................................  $400
The maximum amount he may claim as a deduction on his 1962 federal tax 
return is
a. $ 400.
b. $ 500.
c. $1,000.
d. $1,120.
e. None of the above.
15. On July 1, 1952 Guy Morton completed a building costing $100,000 with 
an estimated life of 20 years on a lot that he had leased from Bud Perry for 10 
years. The lease expired on June 30, 1962 and the building, which had a fair 
market value of $70,000 at that time, reverted to Perry. Although the terms of the 
lease permitted the lessee to construct a building on the property, he was not 
required to do so.
Perry’s gross income for 1962 with respect to the building is
a. — 0—
b. $ 50,000.
c. $ 70,000.
d. $100,000.
e. None of the above.
16. Dick Benson, who is in the business of selling appliances on an installment 
payment plan, uses the installment method of reporting income.
In 1961 he had sales of $40,000 and the appliances cost $30,000. Collections
of the 1961 sales were made as follows:
1961 ............................................................................................................  $16,000
1962 ............................................................................................................  14,000
1963 (all before filing his 1962 return) ................................................  10,000
The only expenses attributable to the above sales were selling and administrative 
expenses amounting to $1,600 which were all incurred and paid in 1961.
Benson’s taxable net income for 1962 with respect to the 1961 installment 
sales is
a. $2,700.
b. $2,940.
c. $3,333.
d. $3,500.
e. None of the above.
17. The accumulated earnings tax is not applicable to
a. A corporation whose taxable income has not exceeded $25,000 in any 
single year.
b. A personal holding company.
c. A stock insurance company.
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d. A corporation whose taxable income has not exceeded $100,000 in 
any single year.
e. None of the above.
18. The installment method of reporting gain on a casual sale of personal 
property cannot be used unless the sales price exceeds
a. $ 100.
b. $ 600.
c. $1,000.
d. $3,000.
e. None of the above.
19. Bert Payne purchased 10 shares of Bluffton, Inc. stock on June 1, 1962. 
On October 15, 1962 Bluffton, Inc. was adjudicated a bankrupt and its stock was 
worthless. The loss to Payne, a calendar-year taxpayer, is
a. A short-term capital loss.
b. An ordinary loss.
c. A long-term capital loss.
d. A loss not deductible for tax purposes.
e. None of the above.
20. During 1962 Don Rivers paid $1,200 to the Wabash Valley Bank as inter­
est on the mortgage on his residence. He also paid $350 interest on funds that he 
borrowed and invested equally in bonds of the Town of Bliss Haven and Black 
Oil Co. He received interest of $150 from the Town of Bliss Haven and $275 
from the Black Oil Co.
Rivers has an interest deduction in 1962 of
a. $1,200.
b. $1,375.
c. $1,400.
d. $1,550.
e. None of the above.
Number 2 (Estimated time— 40 to 50 minutes)
You have been requested by the Hillcrest Blood Bank, a nonprofit organization, 
to assist in developing certain information from the Bank’s operations. You deter­
mine the following:
1. Blood is furnished to the blood bank by volunteers and when necessary by 
professional donors. During the year 2,568 pints of blood were taken from volun­
teers and professional blood donors.
2. Volunteer donors who give blood to the bank can draw against their account 
when needed. An individual who requires a blood transfusion has the option of 
paying for the blood used at $25 per pint or replacing it at the blood bank. 
Hospitals purchase blood at $8 per pint.
3. The Hillcrest Blood Bank has a reciprocal arrangement with a number of
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other banks that permits a member who requires a transfusion in a different 
locality to draw blood from the local bank against his account in Hillcrest. The 
issuing blood bank charges a set fee of $14 per pint to the home blood bank.
4. If blood is issued to hospitals but is not used and is returned to the blood 
bank, there is a handling charge of $1 per pint. Only hospitals are permitted to 
return blood. During the year 402 pints were returned. The blood being returned 
must be in usable condition.
5. Blood can be stored for only 21 days and then must be discarded. During 
the year 343 pints were outdated. This is a normal rate of loss.
6. The blood bank sells serum and supplies at cost to doctors and laboratories. 
These items are used in processing blood and are sold at the same price that they 
are billed to the blood bank. No blood bank operating expenses are allocated to 
the cost of sales of these items.
7. Inventories of blood are valued at the sales price to hospitals. The sales price 
to hospitals was increased on July 1, 1961. The inventories are as follows:
Pints Sales Price Total
June 30, 1961 ............................................  80 $6 $480
June 30, 1962 ............................................  80 8 640
8. The following financial statements are available:
Hillcrest Blood Bank 
BALANCE SHEET
June 30, 1961 June 30, 1962
ASSETS
Cash ................................................................................. $ 2,712 $ 2,093
U. S. Treasury b o n d s .....................................................  15,000 16,000
Accounts receivable—sales of blood:
Hospitals ......................................................................  1,302 1,448
Individuals.................................................................... 425 550
Inventories:
Blood ............................................................................  480 640
Supplies and serum .................................................. 250 315
Furniture and equipment, less depreciation............... 4,400 4,050
Total assets .................................................. $24,569 $25,096
LIABILITIES AND SURPLUS
Accounts payable—supplies..........................................  $ 325 $ 275
Surplus ............................................................................  24,244 24,821
Total liabilities and surplus............................ $24,569 $25,096
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Hillcrest Blood Bank
STATEMENT OF CASH RECEIPTS AND DISBURSEMENTS 
For the Year Ended June 30, 1962
Balance, July 1, 1961:
Cash in bank ..................................
U. S. Treasury b o n d s .....................
T o ta l ......................................
Receipts:
From hospitals:
Hillcrest Hospital .......................
Good Samaritan H osp ital..........
Individuals ........................................
From other blood b a n k s .................
From sales of serum and supplies
Interest on bonds ...........................
Gifts and b eq u ests .........................
Total receipts .....................
Total to be accounted f o r ............
Disbursements:
Laboratory expense:
Serum ..........................................
Salaries..........................................
Supplies ........................................
Laundry and miscellaneous . .
$ 2,712 
15,000 
17,712
$7,702
3,818 $11,520 
6,675
602
2,260
525
4,928
26,510
44,222
$3,098
3,392
3,533
277 10,300
Other expenses and disbursements:
Salaries 5,774
Dues and subscriptions .........................................................  204
Rent and utilities......................................................................  1,404
Blood testing ............................................................................  2,378
Payments to other blood banks for blood given to mem­
bers away from home ..................................................... 854
Payments to professional blood donors .................................. 2,410
Other expenses ...................  1,805
Purchase of U. S. Treasury bond ..........................................  1,000 15,829
Total disbursements ................................................... 26,129
Balance, June 30, 1962 .............................................................  $18,093
Composed of:
Cash in bank ........................................................................  $ 2,093
U. S. Treasury bonds ...........................................................  16,000
Total $18,093
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Required:
a. Prepare a statement on the accrual basis of the total expense of taking and 
processing blood.
b. Prepare a schedule computing (1) the number of pints of blood sold and 
(2) the number of pints withdrawn by members.
c. Prepare a schedule computing the expense per pint of taking and processing 
the blood that was used.
Number 3 (Estimated time— 45 to 55 minutes)
The Zuba Manufacturing Company, your client, had a fire on January 1, 1963 
that severely damaged the building it rented for its manufacturing operations; 80% 
of the fixed assets and all of the inventories were destroyed. The Company office 
was located in another building and was not damaged. On April 1, 1963, when the 
Company resumed operations, you were asked to assist in filing a loss claim under 
the Company’s business interruption insurance policy.
The following information is available:
1. The profit and loss portion of the Company’s trial balance after your audit 
adjustments at December 31, 1962 is as follows:
The Zuba Mfg. Company
ADJUSTED PROFIT AND LOSS TRIAL BALANCE 
December 31, 1962
Debit Credit
Gross sales ................................................................................. $600,000
Sales returns and allowances ................................................. $ 4,900
Raw material inventory, 1/1/62 ..........................................  44,000
Raw material inventory, 12/31/62 ......................................  30,000
Finished goods inventory, 1/1/62 ........................................  10,000
Finished goods inventory, 12/31/62 ....................................  10,000
Purchases of raw materials .....................................................  340,000
Freight in ................................................................................... 5,000
Direct labor ............................................................................... 55,000
Factory heat, light and power ............................................... 24,100
Manufacturing supplies .........................................................  8,000
Rent—factory ............................................................................  12,000
Office salaries ............................................................................  34,000
Manufacturer sales representatives’ commissions ............... 28,600
Administrative and general expense ....................................  51,000
Depreciation:
Machinery and equipment ..............................................  24,000
Office furniture and fixtures ..............................................  5,900
Bad debts ................................................................................... 6,000
Purchase discounts ..................................................................  6,500
Interest income—U. S. Treasury bonds ............................  2,300
Net lo s s .......................................................................................  3,700
Total ..........................................................................  $652,500 $652,500
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2. The Company has business interruption insurance under a gross earnings 
policy with the following features:
a. Recovery under the policy is limited to the reduction in “Insured Gross 
Earnings” directly resulting from such interruption of business less charges and ex­
penses that do not necessarily continue during the interruption of business.
b. “Insured Gross Earnings” are defined as the sum of
(1) Total net sales value of production, and
(2) Total net sales of merchandise purchased for resale,
Less the direct cost of
(1) Raw stock from which such production is derived,
(2) Materials and supplies consumed directly in the manufacturing opera­
tions, and
(3) Merchandise sold and services purchased from outsiders for resale 
which do not continue under contract.
c. In determining “Insured Gross Earnings” due consideration shall be 
given to the experience of the business before the date of damage or destruction 
and the probable experience thereafter had no loss occurred.
d. By additional investigations you determine that “total net sales value of 
production” may be interpreted as the net proceeds from the sales of goods manu­
factured by the company.
e. The policy is in the amount of $125,000 with a 70% coinsurance clause.
3. In connection with your verification of the inventory at December 31, 1962 
you determined that the finished goods inventories are consistently valued at ap­
proximately 80% of selling price.
4. Neither sales nor production is seasonal in nature.
5. The terms of the building lease provide no rental payments need be made 
for periods during which the premises are not fit for occupancy.
6. The Company paid all employees their base salaries and wages from Janu­
ary 1 to April 1, 1963.
7. Depreciation was recorded by the straight-line method and no assets were 
fully depreciated.
Required:
a. Prepare a schedule computing the amount of The Zuba Mfg. Company’s 
“Insured Gross Earnings” based on the year ended December 31, 1962. Compute 
the limitation, if any, on the insurance company’s liability imposed by the coinsur­
ance clause.
b. Prepare a schedule computing the amount of fire loss due to lost gross 
earnings. Determine the amount of the fire loss, if any, to be absorbed by The 
Zuba Mfg. Company.
Number 4  (Estimated time— 50 to 60 minutes)
The General Medical Institute is a nonprofit corporation without capital stock 
which accounts for its activities in a single fund. Its comparative financial statements 
follow:
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The General Medical Institute
COMPARATIVE STATEMENT OF REVENUES AND EXPENSES 
For the Years Ended October 31, 1963 and 1962
Increase
REVENUE FROM SERVICES RENDERED:
1963 1962 (Decrease)
Services to patients ............................................. $360,000 $304,000 $ 56,000
Less free services ................................................. 36,000 38,000 (2,000)
Net revenue from services rendered . . . 324,000 266,000 58,000
OPERATING EXPENSES:
Departmental expenses:
Medical services ................................................. 32,700 29,300 3,400
Medicine and supplies........................................ 14,600 10,500 4,100
Nursing services ............................................... 89,900 76,200 13,700
Therapy services ............................................... 34,300 31,300 3,000
D ietary.................................................................. 40,700 37,100 3,600
Housekeeping and maintenance ..................... 37,300 29,500 7,800
Administration and other ................................ 33,700 23,400 10,300
General expenses:
Rental of leased premises (net) ....................... — 3,100 (3,100)
Depreciation—building and equipment........... 9,900 8,300 1,600
Provision for uncollectible accounts............... 5,400 3,500 1,900
Interest expense................................................... 6,500 — 6,500
Loss on sale of equipment................................ 2,000 — 2,000
Other .................................................................... 16,200 6,500 9,700
Total expenses............................................. 323,200 258,700 64,500
Excess of revenues from services rendered over
expenses of patient c a r e .................................... 800 7,300 (6,500)
OTHER INCOME (EXPENSES):
Research.................................................................... (13,300) (13,200) (100)
Gain on sale of investments ................................ 18,600 3,500 15,100
Investment income ................................................. 16,500 13,300 3,200
Contributions ........................................................... 10,300 14,800 (4,500)
Grant from government designated for expansion 335,000 — 335,000
Miscellaneous............................................................ 2,700 1,500 1,200
Total other income .................................. 369,800 19,900 349,900
Excess of revenues over expenses............................ $370,600 $ 27,200 $343,400
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The General Medical Institute 
COMPARATIVE BALANCE SHEETS
October 31, 1963 and 1962
Increase
(Decrease)1963 1962
ASSETS:
C a s h ...................................................................... $ 28,600 $ 18,500 $ 10,100
Accounts receivable—patients (net) ............... . 75,500 55,500 20,000
Investments (c o s t) ........................................ 413,100 463,100 (50,000)
Prepaid expenses................................................. , 2,200 1,600 600
Land, building, equipment (net) ..................... 327,200 333,700 (6,500)
Construction in progress.................................... 793,800 — 793,800
Total a sse ts ............................................ . $1,640,400 $872,400 $768,000
LIABILITIES AND FUND BALANCE:
Accounts payable—construction..................... . $ 110,800 — $110,800
Less: Receivables from government agencies . 80,000 — 80,000
Accounts payable—construction (net) ........ 30,800 — 30,800
Accounts payable—current operations........... 11,800 $ 10,200 1,600
Mortgage payable .............................................. 365,000 — 365,000
Total liabilities ...................................... 407,600 10,200 397,400
Fund balance:
Balance, November 1 ...................................... 862,200 835,000 27,200
Excess of revenues over expenses for year . . .  . 370,600 27,200 343,400
Balance, October 31 .......................................... 1,232,800 862,200 370,600
Total liabilities and fund b a lan ce ......................... . $1,640,400 $872,400 $768,000
The audit working papers contain the following additional information:
1. Accounts Receivable—Patients are stated at the net of the Allowance for 
Bad Debts account which amounted to $10,000 at October 31, 1962 and $14,600 
at October 31, 1963. During the year bad debts totaling $800 were written off.
2. The research activities are net of research grants aggregating $10,000. In­
cluded as a research expense is depreciation of $6,600 on special research equip­
ment.
3. During 1963 the construction of a new building was begun. The estimated 
cost of the building and equipment is $1,000,000. The expansion is being financed 
as follows:
Grant from government ....................................................................  $ 335,000
Mortgage (Repayment to begin upon completion of building) . . 500,000
Special features installed at the request of government agencies and
to be paid for by the agencies.....................................................  80,000
Institute available funds .................................................................... 85,000
Total $1,000,000
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4. New therapy equipment costing $15,000 was purchased in 1963 and re­
placed therapy equipment with a book value of $5,000 which was sold for $3,000.
5. To obtain additional cash working capital, investments with a cost of $50,000 
were sold during July.
Required:
Prepare a statement accounting for the increase in cash for the year ended 
October 31, 1963 to be included in the annual report of The General Medical 
Institute. The statement should set forth information concerning cash applied to or 
provided by
1. Operations.
2. Research activities.
3. Acquisitions of assets.
4. Other sources of funds.
Number 5 (Estimated time—-5 0  to 60 minutes)
The Hartrey Contractors Corporation renovates older business buildings and 
obtains its contracts by competitive bidding. The Company completed its first year 
of business on December 31, 1962. A trial balance of the Company’s general ledger 
accounts follows:
The Hartrey Contractors Corporation
GENERAL LEDGER TRIAL BALANCE 
December 31, 1962
Debit Credit
Cash .................................................................................................... $ 40,000
Accounts receivable..........................................................................  117,300
Costs of contracts in process ..............................................................  62,700
Equipm ent................................................................................................  42,000
Accumulated depreciation ................................................................ $ 4,000
Accounts payable ............................................................................  69,000
Progress billings ................................................................................. 71,000
Capital stock .....................................................................................  85,000
Construction revenue ......................................................................  750,000
Costs applicable to construction revenue......................................  600,000
Supervision and other indirect contract c o s ts ................................ 75,000
Selling and administrative expenses ............................................... 42,000
$979,000 $979,000
The following additional information is available:
1. The Company decided to report income on the completed-contract basis for 
federal income tax purposes even though its accounting and financial statements 
are on the percentage-of-completion basis.
2. At December 31, 1962 there were three contracts in process, the contract 
prices of which had been arrived at as follows:
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Contract
Material & Labor 
at Cost
Plus 25%
Subcontracts 
at Cost
Plus 10% Supervision Contract Price
A $16,875 $22,000 $5,000 $43,875
B 20,000 33,000 9,000 62,000
C 23,000 16,500 7,000 46,500
3. Materials, subcontract costs and labor are charged at cost to the individual 
contracts on the Company’s books. Supervision is not charged to the contracts 
but is charged to the general ledger expense account, Supervision and Other In­
direct Contract Costs.
The direct costs and billings for the three contracts in process at December 31, 
1962 are as follows:
Direct Costs
Contract Material & Labor Subcontracts Total Progress Billings
A $ 7,800 $ 6,000 $13,800 $15,000
B 14,200 18,000 32,200 40,000
C 9,700 7,000 16,700 16,000
4. Certain materials included in direct costs for Contract A cost $1,000 more 
than estimated. All other costs of the contracts in process were correctly estimated.
5. It has been ascertained that direct costs are a reliable basis for computation 
of the percentage of completion for the contracts in process.
6. Assume that the federal income tax rate is 50%. The equipment was ob­
tained from an affiliated company and does not qualify for the investment credit.
Required:
1. A schedule showing the computation of estimated direct costs of contracts 
in process.
2. A schedule showing the computation of percentage of completion of con­
tracts in process.
3. A schedule showing the computation of revenue from contracts in process.
4. A schedule showing the computation of federal income tax provision and 
liability.
5. Formal adjusting journal entries.
EXAMINATION IN ACCOUNTING PRACTICE— PART II
November 7, 1963; 1:30 to 6:00  p.m.
GROUP I
Solve all problems in this group.
Number 1 (Estimated time— 40 to 50 minutes)
The Jarman Corporation adopted a pension plan for its employees on Janu­
ary 1, 1961. A trial balance of the records of the plan at December 31, 1962 
follows:
Cash .........................................................................................
Investments (at cost) ............................................................
Bone, equity ...........................................................................
Cohan, equity ........................................................................
Dohler, equity ........................................................................
Income from investments—received in 1962 .....................
Debit Credit
$ 400 —  
3,400 —
— $1,590
— 1,060
— 850
— 300
$3,800 $3,800
63
64 Examination Questions—November, 1963
The following data pertains to the Corporation’s employees for 1962.
Date
Employed
Date
Terminated
Salary Paid 
in 1962
B o n e .......................... ...................  12/ 8/57 — $17,900
Cohan ....................... ...................  2 /1 /5 9 — 14,100
Dohler ..................... ...................  12/ 8/59 4 /  9/62 3,500
Kolman ................... ...................  9 /15/60 — 8,000
Jones ....................... ...................  9 /21/62 12/22/62 3,000
Lohman ................... . .  5 /  6/62 — 5,500
$52,000
The provisions of the plan include the following:
1. The Corporation shall contribute 10% of its net income before deducting 
income taxes and the contribution, but not in excess of 15% of the total salaries 
paid to the participants in the plan who are in the employ of the Corporation at 
year end. The employees make no contributions to the plan.
2. An employee shall be eligible to participate in the plan on January 1 
following the completion of one full year of employment.
3. The Corporation’s contribution shall be allocated to the participants’ equities 
on the following point system:
a. For each full year of employment—2 points.
b. For each $100 of salary paid in the current year— 1 point.
4. A participant shall have a vested interest of 10% of his total equity for 
each full year of employment. Forfeitures shall be distributed to the remaining 
participants in proportion to their equities in the plan at the beginning of the year. 
Terminated employees shall receive their vested interests at year end.
5. Income from the plan’s investments shall be allocated to the equities of the 
remaining participants in proportion to their equities at the beginning of the year.
The Jarman Corporation’s net income in 1962 before income taxes and con­
tribution to the plan was $73,250.
Required:
a. Prepare a schedule computing the Corporation’s contribution to the plan 
for 1962.
b. Prepare a schedule computing the vested interests of the participants termi­
nating their employment during 1962.
c. Prepare a schedule showing the allocation of the Corporation’s 1962 con­
tribution to each participant.
d. Prepare a schedule showing the allocation of the plan’s 1962 income on 
investments and forfeitures by terminated participants.
Number 2 (Estimated time—4 0  to 50 minutes)
Prior to January 1, 1962 the stockholders of Big Company and Little Company 
approved the merger of the two companies. On January 1, 1962 5,000 shares of 
Big Company common stock were issued to the Little Company stockholders in
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exchange for the 3,000 shares of Little Company common stock outstanding.
The December 31, 1962 postclosing balance sheets of the two companies are 
as follows:
Big Company and Subsidiary
POSTCLOSING BALANCE SHEETS 
December 31, 1962
Big Little
Company Company
Cash .............................................................. ................. 4  36,400 $ 28,200
Notes receivable........................................... .................  22,000 9,000
Accounts receivable.................................... .................  20,900 21,700
Accruals receivable .................................... .................  13,000 3,300
Inventories ................................................... .................  81,200 49,600
Plant and equipment ................................ .................  83,200 43,500
Accumulated depreciation.......................... .................  (12,800) (9,300)
Investment in Little Company ................. .................  50,000 —
Totals ........................................... .................  $293,900 $146,000
Notes payable ............................................. .................  $ 4,000 $ 12,000
Accounts payable ...................................... .................  42,000 19,600
Dividends payable ...................................... .................  — 4,500
Accruals payable ........................................ .................  2,600 2,100
Notes receivable discounted ..................... .................  8,100 —
Capital stock, $10 par v a lu e ..................... .................  120,000 —
Capital stock, $20 par v a lu e ..................... .................  — 60,000
Capital in excess of p a r ............................ .................  28,500 20,000
Retained earnings ...................................... .................  88,700 27,800
Totals ........................................... ...............  $293,900 $146,000
The following additional information is available:
1. Net income for 1962 (disregard income taxes):
Big Company ............................................................................................ $21,700
Little Company.......................................................................................... 10,200
2. On December 31, 1962 Little Company owed Big Company $16,000 on 
open account and $8,000 in interest bearing notes. Big Company discounted 
$3,000 of the notes received from Little Company with the First State Bank.
3. On December 31, 1962 Little Company accrued interest payable of $120 
on the notes payable to Big Company: $40 on the notes of $3,000 discounted 
with the bank and $80 on the remaining notes of $5,000. Big Company did not 
accrue interest receivable from Little Company.
4. During 1962 Big Company sold merchandise which cost $30,000 to Little 
Company for $40,000. Little Company’s December 31st inventory included 
$10,000 of this merchandise priced at Little Company’s cost.
5. On July 1 Little Company sold equipment that had a book value of $15,000 
to Big Company for $17,000. Big Company recorded depreciation on it in the
amount of $850 for 1962. The remaining life of the equipment at the date of 
sale was ten years.
6. Little Company shipped merchandise to Big Company on December 31, 
1962 and recorded an account receivable of $6,000 for the sale. Little Company’s 
cost for the merchandise was $4,800. Because the merchandise was in transit, 
Big Company did not record the transaction. The terms of the sale were F.O.B. 
shipping point.
7 Little Company declared a dividend of $1.50 per share on December 30, 
1962 payable on January 10, 1963. Big Company made no entry for the declara­
tion.
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Required:
Prepare a consolidated balance sheet worksheet. The consolidation is to be 
accounted for as a pooling of interests. Formal journal entries are not required.
Number 3 (Estimated time— 40 to 50 minutes)
The following financial statement was prepared by the Company bookkeeper:
The Connau Corporation
STATEMENT OF INCOME AND EXPENSE 
For the Year Ended December 31, 1962
Sales ...............................................................................
Cost of sales ................................................................
Gross p ro f it ................................
Expenses:
General and administrative . . .
Insurance ....................................
Depreciation ..............................
Contributions..............................
Miscellaneous..............................
Total expenses...................
Net profit from operations............
Other incom e....................................
Gains and losses on sales of assets
$1,133,500
879,855
253,645
$119,500
10,500
36,000
5,800
5,230
177,030
76,615
3,825
(840)
Net income ................................................. $ 79,600
You have been engaged to prepare the Company’s federal income tax return 
and determine the following additional information:
1. Insurance expense includes $550 for insurance on the life of the Company 
president. The amount is net of an increase of $350 in the cash surrender value 
of the policy. The Company is the beneficiary of the insurance policy.
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2. An analysis of Miscellaneous Expense:
Bank charges................................................................................................  $ 450
Interest ($180) and penalty ($800) on federal income tax deficiency 980
Federal excise tax paid on purchase of new c a r ................................  400
Fees paid to employment agencies .........................................................  2,400
Payment to Community Chest to bring total payments attributed to
the Company’s employees up to $5,000 ............................................. 750
Provision for cash discount on accounts receivable............................ 250
Balance per general ledger ...................................................  $5,230
3. An analysis of Other Income:
Interest on State of Iowa Bonds, September 1 ....................................  $ 200
Dividends on United States Ink Company s to c k ................................  3,000
Refund of prior year’s federal income ta x es........................................  625
Balance per general ledger .....................................................  $3,825
4. An analysis of Gains and (Losses) on Sales of Assets:
Loss on sale of F. M. Motors common s to c k ....................................  $(2,920)
Gain on sale of Acme Electronic common stock ................................  4,000
Gain on trade-in of c a r ..........................................................................  100
Gain on sale of obsolete inventory (assigned a book value of $3,000
on December 31, 1961 and sold during July for $5,280) ........... 2,280
Loss on sale of milling machine .........................................................  (4,300)
Balance per general ledger.....................................................  $ (840)
5. On January 15, 1962 1,000 shares of F. M. Motors common stock were 
sold for $16,080; the stock was purchased on April 1, 1956 for $19,000. On 
February 19, 1962 500 shares of Acme Electronic common stock were sold for 
$7,000; the stock was purchased on August 18, 1961 for $3,000.
6. A new car was purchased on July 2, 1962. The dealer’s invoice gave the
following data:
List price of c a r .........................................................................................  $4,050
Federal excise t a x .......................................................................................  400
Total price of c a r .....................................................................  4,450
Less trade-in of used car ........................................................................  800
Net price of new car .............................................................. $3,650
The car traded in was purchased on July 1, 1959 and had a book value of $700 
on the date of the trade-in. The bookkeeper overlooked recording depreciation 
on the new car which had an estimated life of three years and was to be depre­
ciated on the straight-line method.
7. On September 6, 1962 a milling machine that was considered surplus 
equipment was sold for $3,700. The machine was purchased on September 1, 
1959 for $8,000 and had a book value of $5,600 when it was sold.
8. The Company has the following temporary investments:
$10,000 State of Iowa Highway Bonds, 4% M & S, purchased March 1, 
1962 at 100.
2,000 shares United States Ink Company common stock, purchased June 22, 
1962 at $30 per share.
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Required:
a. Prepare a schedule to adjust The Connau Corporation’s net income as 
determined by the bookkeeper to its taxable income for the year ended Decem­
ber 31, 1962. (The first item on your schedule should be “Net income per books, 
$79,600.”)
b. For the alternative tax computation, prepare schedules to determine the 
portions of The Connau Corporation’s taxable income for the year ended De­
cember 31, 1962 subject to
1. Tax rates applicable to capital gains and losses.
2. Normal tax and surtax.
Number 4  (Estimated time— 50 to 60 minutes)
The Marcia Company, your client, has asked your assistance in determining 
an economical sales and production mix of their products for 1964. The Com­
pany manufactures a fine of dolls and a doll dress sewing kit.
The Company’s sales department provides the following data:
Doll’s Name
Estimated Demand 
for 1964 
(Units)
Established
Net Price 
(Units)
Laurie .................................. ................................ 50,000 $5.20
D ebbie.................................. ................................ 42,000 2.40
Sarah.................................... ................................ 35,000 8.50
Kathy .................................. ................................ 40,000 4.00
Sewing kit ......................... ................................ 325,000 3.00
To promote sales of the sewing kit there is a 15% reduction in the established 
net price for a kit purchased at the same time that a Marcia Company doll is 
purchased.
From accounting records you develop the following data:
1. The production standards per unit: 
Item
Laurie .........................................................................
Debbie ......................................................................
Sarah...........................................................................
K a th y ...........................................................................
Sewing k i t ..................................................................
Material Labor
$1.40 $ .80
.70 .50
2.69 1.40
1.00 1.00
.60 .40
2. The labor rate of $2.00 per hour is expected to continue without change 
in 1964. The plant has an effective capacity of 130,000 labor hours per year on 
a single-shift basis. Present equipment can produce all of the products.
3. The total fixed costs for 1964 will be $100,000. Variable costs will be 
equivalent to 50% of direct labor cost.
4. The Company has a small inventory of its products that can be ignored.
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Required:
a. Prepare a schedule computing the contribution to profit of a unit of each 
product.
b. Prepare a schedule computing the contribution to profit of a unit of each 
product per labor dollar expended on the product.
c. Prepare a schedule computing the total labor hours required to produce 
the estimated sales units for 1964. Indicate the item and number of units that 
you would recommend be increased (or decreased) in production to attain the 
Company’s effective productive capacity.
d. Without regard to your answer in “c,” assume that the estimated sales 
units for 1964 would require 12,000 labor hours in excess of the Company’s 
effective productive capacity. Discuss the possible methods of providing the 
missing capacity. Include in your discussion all factors that must be taken into 
consideration in evaluating the methods of providing the missing capacity.
GROUP I
Estimated time— 50 to 60  minutes
Solve one of the two problems in this group.
If both are solved, only the first will be considered.
Number 5
The following data were taken from the accounts of the Town of Ridgedale after 
the books had been closed for the fiscal year ending June 30, 1963:
Balances
6/30/62
1963 Changes Balances
6/30/63Debits Credits
Cash ................................................... .. . $180,000 $ 955,000 $ 880,000 $255,000
Taxes receivable................................ 20,000
$200,000
809,000 781,000 48,000
$303,000
Allowances for uncollectible taxes . . . $ 4,000 6,000 9,000 $ 7,000
Vouchers payable ............................ 44,000 880,000 889,000 53,000
Due to Working Capital Fund . . . . 2,000 7,000 10,000 5,000
Due to Sinking Fund ....................... 10,000 60,000 100,000 50,000
Reserve for encumbrances................. 40,000 40,000 47,000 47,000
Unappropriated surplus ................. . . 100,000 20,000 61,000 141,000
$200,000 $2,777,000 $2,777,000 $303,000
The following additional data are available:
1. The budget for the year provided for estimated revenues of $1,000,000 and 
appropriations of $965,000.
2. Expenditures totaling $895,000, in addition to those chargeable against 
Reserve for Encumbrances, were made.
3. The actual expenditure chargeable against Reserve for Encumbrances was 
$37,000.
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Required:
Prepare a worksheet to compare estimated revenues with actual revenues and 
encumbrances and expenditures with appropriations and other authorizations. The 
worksheet, Form H, should have the following column headings:
Column Number
5
6 & 7
8
9
10
11
12
(Formal journal entries 
are not required.)
Heading
Balance Sheet, 6/30/62
1963 Transactions (Debit & Credit) 
Estimated Revenues 
Actual Revenues
Encumbrances and Expenditures 
Appropriations and Other Authorizations 
Balance Sheet, 6/30/63
Number 6
The McLean Processing Company produces a chemical compound, Supergro, 
that is sold for $4.60 per gallon. The manufacturing process is divided into the 
following departments:
1. Mixing Department. The raw materials are measured and mixed in this 
department.
2. Cooking Department. The mixed materials are cooked for a specified 
period in this department. In the cooking process there is a 10% evaporation 
loss in materials.
3. Cooling Department. After the cooked materials are cooled in this de­
partment under controlled conditions, the top 80% in the cooling tank is syphoned 
off and pumped to the Packing Department. The 20% residue, which contains 
impurities, is sold in bulk as a by-product, Groex, for $2.00 per gallon.
4. Packing Department. In this department special one gallon tin cans costing 
60¢ each are filled with Supergro and shipped to customers.
The Company’s Research and Development Department recently discovered 
a new use for the by-product if it is further processed in a new Boiling Depart­
ment. The new by-product, Fasgro, would sell in bulk for $5.00 per gallon.
In processing Fasgro the top 70% in the cooling tank would be syphoned off 
as Supergro. The residue would be pumped to the Boiling Department where 
one-half gallon of raw material, SK, would be added for each gallon of residue. 
In the Boiling Department process there would be a 40% evaporation loss. In 
processing Fasgro the following additional costs would be incurred:
Material S K ............................................................$1.10 per gallon
Boiling Department variable processing costs.........$1.00 per gallon of input
Boiling Department fixed processing costs.............$2,000 per month
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In recent months, because of heavy demand, the Company has shipped 
Supergro and Groex on the same day that their processing was completed. Fasgro 
would probably be subject to the same heavy demand.
During the month of July 1963, which was considered a typical month, the 
following raw materials were put into process in the Mixing Department:
Material FE — 10,000 gallons @ $ .90 per gallon 
Material QT —  4,000 gallons @ $1.50 per gallon
July processing costs per gallon of departmental input were:
Mixing Department.........................................................................................  $.40
Cooking Department............................................................................................. 50
Cooling Department............................................................................................. 30
Packing Department..............................................................................................10
For accounting purposes the Company assigns costs to its by-products equal 
to their net realizable value.
Required:
Prepare a statement computing total manufacturing costs and gross profit for 
the month of July that compares (1) actual results for July, and (2) estimated 
results if Fasgro had been the by-product.
EXAMINATION IN AUDITING
November 7 ,  1963; 8:30  a.m. to 12:00 m. 
All questions are required.
Number 1 (Estimated time—-25 to 30 minutes)
You have assigned your assistant to the examination of the Cap Sales Com­
pany’s fire insurance policies. All routine audit procedures with regard to the 
fire insurance register have been completed (i.e., vouching, footing, examina­
tion of cancelled checks, computation of insurance expense and prepayment, 
tracing of expense charges to appropriate expense accounts, etc.). Your assistant 
has never examined fire insurance policies and asks for detailed instructions. 
Required:
a. In addition to examining the policies for the amounts of insurance and 
premium and for effective and expiration dates, to what other details should 
your assistant give particular attention as he examines the policies? Give the 
reasons for examining each detail. (Confine your comments to fire insurance 
policies covering buildings, their contents, and inventories.)
b. After reviewing your assistant’s working papers, you concur in his con­
clusion that the insurance coverage against loss by fire is inadequate and that 
if loss occurs the Company may have insufficient assets to liquidate its debts. 
After a discussion with you management refuses to increase the amount of in­
surance coverage.
1. What mention will you make of this condition and contingency in your 
short-form report? Why?
2. What effect will this condition and contingency have upon your opinion? 
Give the reasons for your position.
Number 2 (Estimated time— 20 to 25 minutes)
Upon completion of the examination of his client’s financial statements the 
CPA, in his report, must either express an opinion or disclaim an opinion on 
the statements taken as a whole. His opinion may be unqualified, qualified, or 
adverse. Under certain circumstances he may issue a piecemeal opinion. 
Required:
a. Under what general conditions may a CPA express an unqualified opinion 
on his client’s financial statements?
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b. Define and distinguish among (1) a qualified opinion, (2) an adverse 
opinion, and (3) disclaimer of opinion on the statements taken as a whole.
c. Discuss the circumstances under which a CPA may issue a piecemeal 
opinion, including the relationship, if any, of a piecemeal opinion to (1) a 
qualified opinion, (2) an adverse opinion, (3) a disclaimer of opinion on the 
statements taken as a whole, and (4) an unqualified opinion.
Number 3 (Estimated time— 20 to 25 minutes)
The United Charities organization in your town has engaged you to examine 
its statement of receipts and disbursements. United Charities solicits contributions 
from local donors and then apportions the contributions among local charitable 
organizations.
The officers and directors are local bankers, professional men and other leaders 
of the community. A cashier and a clerk are the only full-time salaried employees. 
The only records maintained by the organization are a cashbook and a checkbook. 
The directors prefer not to have a system of pledges.
Contributions are solicited by a number of volunteer workers. The workers 
are not restricted as to the area of their solicitation and may work among their 
friends, neighbors, co-workers, etc., as convenient for them. To assure blanket 
coverage of the town, new volunteer workers are welcomed.
Contributions are in the form of cash or checks. They are received by United 
Charities from the solicitors, who personally deliver the contributions they have 
collected, or directly from the donors by mail or by personal delivery.
The solicitors complete official receipts which they give to the donors when 
they receive contributions. These official receipts have attached stubs which 
the solicitors fill in with the names of the donors and the amounts of the con­
tributions. The solicitors turn in the stubs with the contributions to the cashier. 
No control is maintained over the number of blank receipts given to the solicitors 
or the number of receipt stubs turned in with the contributions.
Required:
Discuss the control procedures you would recommend for greater assurance 
that all contributions received by the solicitors are turned over to the organiza­
tion. (Do not discuss the control of the funds in the organization’s office.)
Number 4  (Estimated time— 25 to 30 minutes)
In conducting his examination in accordance with generally accepted auditing 
standards the CPA studies and evaluates the existing internal control of his client. 
Required:
a. List and discuss the general elements or basic characteristics of a satis­
factory system of internal control.
b. List the purposes for which the CPA reviews his client’s system of internal 
control.
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Number 5 (Estimated time— 25 to 30 minutes)
An established procedure in the audit of the financial statements of a manu­
facturing company is for the CPA to obtain an inventory certificate (a letter of 
representation as to inventories) from the client.
Required:
a. For what reasons is the inventory certificate obtained?
b. List the detailed information or statements that may be included in the 
inventory certificate.
c. Customarily the CPA asks more than one person of the client’s personnel 
to sign the inventory certificate. Who are these persons and to what do they 
individually attest by their signatures?
d. What would be the effect, if any, upon your audit program and opinion 
if the client refuses to sign an inventory certificate? Discuss.
Number 6 (Estimated time— 25 to 35 minutes)
Part a. You are approached by the president of The Hopewell Mfg. Com­
pany to audit the Company’s financial statements. You have no knowledge of 
The Hopewell Mfg. Company other than that it is a medium-sized company. 
Required:
1. From an ethical standpoint, what should you learn about The Hopewell 
Mfg. Company before you agree to accept the engagement? Discuss. (Since 
you have not yet been engaged, do not discuss the auditor’s survey of the 
Company’s systems to determine audit programs.)
2. If you should find that The Hopewell Mfg. Company has been the client 
of another CPA, is it ethically proper for you to discuss with the president 
the possibility of becoming the Company’s CPA? Discuss.
Part b. Without prejudice to your answers to part “a,” assume that you have 
accepted the engagement. You determine that this is The Hopewell Mfg. Com­
pany’s first audit and that, in past periods, unaudited statements had been sub­
mitted to a local bank that is granting a substantial line of credit to the Company.
The prior periods’ unaudited statements had reported fixed assets at an 
appraised amount with a corresponding credit to an appraisal capital account. 
The financial statements on which you rendered your short-form report state the 
fixed assets at cost, make no reference to the appraisal values, and exclude the 
appraisal capital account. You expressed an unqualified opinion in your report.
After your report is submitted to the bank president, he advises your client 
that the line of credit will be reduced substantially if your report is submitted 
to the bank’s board of directors because the net worth of the Company in the 
financial statements in your report does not warrant the present line of credit. 
The bank president returns your report to the client and suggests that the finan­
cial statements be revised.
Your client confronts you with this situation and insists that you revise the 
financial statements in your report so that the line of credit will not be reduced.
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Required:
1. What possible courses of action are open to you so that the line of credit 
will not be reduced? Discuss.
2. Under what conditions, if any, may the client submit additional financial 
statements prepared on the same basis as the prior year statements to 
supplement your report? Discuss.
3. Would it be proper for the CPA to prepare and to label these additional 
statements “prepared without audit?” Discuss.
Number 7 (Estimated time—-30 to 35 minutes)
You are engaged in the examination of the financial statements of The Smoky 
Mountain Mfg. Company and are auditing the Machinery and Equipment ac­
count and the related depreciation accounts for the year ended December 31, 1962.
Your permanent file contains the following schedules:
Machinery and Equipment
Balance
12/31/60
1961
Retirements
1961
Additions
Balance
12/31/61
1948-51 $ 8,000 $2,100 — $ 5,900
1952 400 — — 400
1953 — — — —
1954 — — — —
1955 3,900 — — 3,900
1956 — — — —
1957 5,300 — — 5,300
1958 — — — —
1959 4,200 — — 4,200
1960 — — — —
1961 — — $5,700 5,700
$21,800 $2,100 $5,700 $25,400
Accumulated Depreciation
1948-51
Balance
12/31/60
$ 7,840
1961
Retirements
$2,100
1961
Provision
$ 160
Balance
12/31/61
$ 5,900
1952 340 — 40 380
1953 — — — —
1954 — — — —
1955 2,145 — 390 2,535
1956 — — — — 
1957 1,855 — 530 2,385
1958 — — — —
1959 630 — 420 1,050
1960 — — — —
1961 — — 285 285
$12,810 $2,100 $1,825 $12,535
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A transcript of the Machinery and Equipment account for 1962 follows:
1962 Machinery and Equipment Ref. Debit Credit
Jan. 1 Balance forward $25,400
Mar. 1 Burnham grinder VR 1,200
May 1 Air compressor VR 4,500
June 1 Power lawnmower VR 600
June 1 Lift truck battery VR 320
Aug. 1 Rockwood saw CR $ 150
Nov. 1 Electric spot welder VR 4,500
Nov. 1 Baking oven VR 2,800
Dec. 1 Baking oven VR 236
39,556 150
Dec. 31 Balance forward 39,406
$39,556 $39,556
Your examination reveals the following information:
1. The Company uses a ten-year life for all machinery and equipment for 
depreciation purposes. Depreciation is computed by the straight-line method. Six 
months’ depreciation is recorded in the year of acquisition or retirement. For 1962 
the Company recorded depreciation of $2,800 on machinery and equipment.
2. The Burnham grinder was purchased for cash from a firm in financial 
distress. The chief engineer and a used machinery dealer agreed that the machine, 
which was practically new, was worth $2,100 in the open market.
3. For production reasons the new air compressor was installed in a small 
building that was erected in 1962 to house the machine and will also be used 
for general storage. The cost of the building, which has a 25-year life, was $2,000 
and is included in the $4,500 voucher for the air compressor.
4. The power lawnmower was delivered to the home of the Company president 
for his personal use.
5. On June 1 the battery in a battery-powered lift truck was accidentally 
damaged beyond repair. The damaged battery was included at a price of $600 
in the $4,200 cost of the lift truck purchased on July 1, 1959. The Company 
decided to rent a replacement battery rather than buy a new battery. The $320 
expenditure is the annual rental for the battery paid in advance, net of a $40 al­
lowance for the scrap value of the damaged battery that was returned to the bat­
tery company.
6. The Rockwood saw sold on August 1 had been purchased on August 1, 
1949 for $1,500. The saw was in use until it was sold.
7. On September 1 the Company determined that a production casting ma­
chine was no longer needed and advertised it for sale for $1,800 after determin­
ing from a used machinery dealer that this was its market value. The casting 
machine had been purchased for $5,000 on September 1, 1957.
8. The Company elected to exercise an option under a lease-purchase agree­
ment to buy the electric spot welder. The welder had been installed on February 
1, 1962 at a monthly rental of $100.
9. On November 1 a baking oven was purchased for $10,000. A $2,800 
down-payment was made and the balance will be paid in monthly installments
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over a three-year period. The December 1 payment includes interest charges of 
$36. Legal title to the oven will not pass to the Company until the payments 
are completed.
10. The Company has computed and recorded its income tax for the year 
without considering the investment credit for machinery and equipment acquisi­
tions. All of these acquisitions qualify for the investment credit, which the Com­
pany has decided to show in net income over the productive life of acquired 
property. The Company has also decided to record the investment credit in a 
deferred income account. The Company’s income tax liability is about $25,000. 
Required:
Prepare the auditor’s adjusting journal entries required at December 31, 1962 
for machinery and equipment, the related depreciation, and the related invest­
ment credit.
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EXAMINATION IN COMMERCIAL LAW
November 8, 1963; 8:30  a.m. to 12 m. 
All questions are required.
Number 1 (Estimated time—-15  to 20  minutes)
Instructions
Each of the following numbered statements gives a legal conclusion. You are to 
determine whether each legal conclusion is true or false according to general prin­
ciples of law relative to interest, usury, and banking. Write on your answer sheet 
whether each conclusion is true or false. Your grade will be determined by de­
ducting your total of incorrect answers from your total of correct answers; if you 
omit an answer it will not affect either total.
Examples 
Question
1. To be negotiable an instrument must contain a state­
ment of the transaction out of which the instrument arose.
2. If an instrument is nonnegotiable it may nevertheless 
be transferred by assignment.
Answer Sheet 
T F
1.
2.
Questions to be Answered
1. Usury consists of taking, directly or indirectly, a greater sum for the 
use of money than that allowed by law.
2. The maximum lawful rate of interest is applied when an agreement 
calls for the payment of interest but no rate is specified.
3. The legal rate of interest is applicable to a negotiable instrument that 
does not call for the payment of interest.
4. In most states lenders qualifying under small loan statutes may 
charge a higher rate of interest than is permitted on ordinary loans.
5. The laws of most states allow the deduction of maximum lawful in­
terest in advance even though it results in a usurious charge on the 
net loan given.
78
Commercial Law 79
6. Excessive interest (more than the maximum lawful rate) that is pay­
able upon default by the borrower is not usurious.
7. If usurious interest is unintentionally charged as a result of a mis­
calculation, the lender will not be subject to liability for usury.
8. A lender may charge both maximum interest and legitimate service 
charges without being liable for usury.
9. A check is one type of bill of exchange which is drawn on a bank.
10. A check is usually time paper and therefore must be presented for 
acceptance.
11. A check is intended to circulate for shorter periods of time than 
most other negotiable instruments.
12. Failure to present a check for payment within a reasonable time after 
its issue completely discharges the drawer from liability on the in­
strument.
13. A demand certificate of deposit is an acknowledgment by a bank of 
receipt of money with a promise to repay it, usually with interest, 
when the certificate is surrendered.
14. A cashier’s check is always drawn by a bank on itself, signed by 
the cashier, and payable to a third party.
15. A money order is an order, drawn by a post office or bank, for the 
payment of a specified sum of money to the order of a designated 
person.
16. A bank draft is a check drawn by one bank upon another bank in 
which the drawer bank has money on deposit.
17. A letter of credit, either generally or specifically addressed, requests 
that money be given to the bearer and promises repayment of the 
money given.
18. A bill of exchange cannot be made payable by the drawer to himself.
19. If a person issues a check knowing he has insufficient funds on de­
posit, he is guilty of fraud and, in most states, a crime.
20. Dating a check thirty days prior to its issue destroys its negotiable 
character.
21. Certification of a check is equivalent to the acceptance of a bill of ex­
change and makes the drawee bank primarily liable to the holder.
22. Certification of a check warrants that funds on deposit are sufficient 
to pay the check but does not cause any segregation of funds for 
such purpose.
23. If the holder of a check procures its certification, the drawer is com­
pletely discharged from liability on the instrument.
24. If the drawer of a check procures its certification, he may be held 
for the amount of the check if the bank fails.
25. If a bank fails after certification and before payment, the payee has 
the status of a preferred creditor.
26. A bank can legally refuse payment on an uncertified check in all cases 
in which demand is made to stop payment.
27. Under the Negotiable Instruments Law a drawee bank is obligated 
to certify a check if so requested by the drawer-depositor.
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28. A director of a bank has implied power, by reason of his being a 
director, to certify checks so as to bind the bank.
29. If a bank certifies a check that has been raised in amount, an inno­
cent holder thereof may collect the face amount of the check.
30. The death of a drawer automatically revokes any outstanding 
checks upon his bank account.
31. If a drawer delivers a check to an imposter whom he believes to be 
someone else and the bank cashes the check, the bank cannot debit 
the drawer’s account.
32. Statutes generally provide that a bank is not liable to the drawer’s 
estate for payment of a check after the drawer’s death if it had no 
reasonable opportunity to ascertain the fact of such death.
33. When a bank pays a decedent’s check to the payee and such check 
was given without consideration, the estate can recover the proceeds 
from the payee.
34. A qualified indorsement limits the indorser’s function principally to 
that of an assignor and thereby limits the further negotiation of the 
instrument.
35. Arthur delivers a check to Brown on January 1, 1963 which is post­
dated January 15, 1963. Brown acquires title to the check as of 
January 1.
36. If a negotiable instrument is made payable to bearer, an accommoda­
tion indorser on the instrument is liable as an indorser to the drawer 
of the check.
37. The Negotiable Instruments Law expressly requires that a notation 
be made on a check stating the purpose for which it is delivered.
38. If a check is properly presented to the drawer bank for payment 
and if there is a sufficient balance in the drawer-depositor’s account, 
the bank will be liable to the party presenting the check if it refuses 
to pay.
39. A bank, as a duty to its depositor, must pay on demand all of his 
checks to the extent of the funds deposited to his credit, even though 
he does not use a regular printed form supplied by the bank.
40. When the name of the intended payee on a check is improperly 
spelled, said payee can properly correct the error by indorsing the 
check first with the wrong name and then with the right name.
Number 2 (Estimated time— 20 to 25 minutes)
Instructions
Each of the following numbered phrases or clauses states a legal conclusion as 
it completes or supplements the related lettered material. You are to determine 
whether each of the legal conclusions is true or false according to general principles 
of corporation law. Write on your answer sheet whether each conclusion is true 
or false. Your grade will be determined by deducting your total of incorrect answers 
from your total of correct answers; if you omit an answer it will not affect either 
total.
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Example
Question
T F
XX. The following elements are necessary to constitute a 
pledge:
1. Possession by the pledgor.
2. Property used to secure a loan or other obligation.
3. Either real or personal property.
4. A right of redemption retained by the pledgor.
5. Title retained by the pledgor.
Answer Sheet
1.
2.
3.
4.
5.
Questions to be Answered
A. The creation of a corporation
41. Cannot result from mere contract, as in the case of a partnership.
42. Results in an entity separate and apart from its stockholders, directors, 
officers or employees.
43. May not be accomplished by a special act of Congress.
44. May only be accomplished by a special act of a state legislature.
45. Results in a principal-agency relationship between the corporation 
and its stockholders.
B. A stock certificate
46. Is not valid unless signed by the proper officers of the corporation, 
with corporate seal affixed.
47. Which bears the forged indorsement of the holder of record will be 
held with good title by an innocent purchaser.
48. Indorsed in blank by the holder of record becomes a bearer instru­
ment.
49. Is a negotiable instrument within the meaning of the Uniform Negoti­
able Instruments Law.
50. Specially indorsed by the holder of record, subsequently lost, and 
then sold by the finder to an innocent purchaser, will pass with good 
title to the innocent purchaser.
C. If a preincorporation contract is made by a promoter,
51. He does not bind the corporation unless there is statutory authority.
52. He stands in a fiduciary relationship to the corporation and to stock 
subscribers.
53. He makes it as an agent of the corporation.
54. He may be personally liable for it.
55. Liability for the corporation will result either by adoption or 
novation.
D. The creation of a corporation
56. Does not entitle it, as a citizen, to the protection of the “privileges 
and immunities” clause of the U. S. Constitution.
57. Requires compliance with the formalities prescribed by the Federal 
Securities Act.
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58. Will be considered de facto if the statute under which it is created 
is later held to be unconstitutional.
59. As de facto will not allow third persons collaterally to challenge its 
de facto existence.
60. Under a state law will make it a domestic corporation in the state of 
incorporation.
E. Termination of corporate existence will result upon
61. Surrender of the charter to the state by the stockholders.
62. Insolvency of the corporation.
63. Reorganization of the corporation under the federal bankruptcy laws.
64. The statutory consolidation of two corporations.
65. The expiration of the period limited in its charter.
F. Corporate powers
66. Are the same for all corporations.
67. Of any kind may be granted by a state, except for limitations in the 
federal constitution or the state’s own constitution.
68. Are classified as express and inherent powers.
69. Include the inherent authority to adopt and amend bylaws.
70. Include the inherent authority to purchase shares of stock in another 
corporation.
G. In the absence of express authorization or special circumstances, a corpora- 
cannot
71. Enter into a partnership agreement.
72. Be an accommodation indorser in a negotiable instrument.
73. Issue a negotiable promissory note.
74. Mortgage or pledge its property as security for its debts.
75. Sell some of its real property to meet current liabilities.
H. The bylaws of a corporation
76. Supplement its charter.
77. Are adopted by the board of directors.
78. Are binding upon all stockholders.
79. Are binding only upon those stockholders who know of their ex­
istence.
80. Are not binding upon third persons unless they have notice of them.
I. An ultra vires act which has been fully executed on both sides
81. Is considered void by the courts.
82. Will be enforced by the courts.
83. Is considered voidable by the courts.
84. Will not be interfered with by the courts to deprive either party of 
what has been acquired.
85. Will be treated as a nullity by the courts but recovery allowed in 
quasicontract.
J. X  subscribes at $10 per share to 100 shares of stock of a corporation to be
formed.
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86. His subscription is an offer.
87. The subscription must be in writing.
88. The price attached to this stock is termed book value.
89. The subscription is deemed accepted in many jurisdictions auto­
matically upon the corporation’s coming into existence.
90. X may not withdraw his subscription prior to incorporation of the 
corporation.
K. A 5% preferred stock
91. Usually has a priority over common stock with respect to payment 
of dividends.
92. Will never have a priority over common stock in the distribution of 
capital upon dissolution of the corporation.
93. Is impliedly cumulative unless otherwise indicated.
94. Is ordinarily nonvoting.
95. Can be given the right of participation in profits.
L. An owner of common stock
96. Has the right to have issued to him a properly executed certificate 
evidencing his ownership of shares.
97. Can only vote at stockholders’ meetings for the election of directors.
98. Is usually entitled to one vote for each share of voting stock.
99. Can authorize another to vote for him.
100. Cannot enter into a voting trust agreement unless expressly author­
ized by the corporation’s bylaws.
M. An owner of common stock has the right
101. To inspect the books of the corporation in order to ascertain the 
financial condition of the corporation.
102. To have annual dividends declared.
103. To freely transfer stock under all circumstances.
104. To inspect the books of the corporation to secure names of persons 
possibly interested in another venture.
105. To subscribe proportionately to newly authorized issues of shares 
before they are offered to the public.
N. The properly elected director
106. Is a fiduciary entrusted with the management of the corporation.
107. Will not be liable for negligent acts in the conduct of the corporation’s 
business.
108. Is not, in the absence of express provision, entitled to compensation.
109. Is subject, under most state statutes, to personal liability for the 
wrongful declaration and payment of dividends.
110. Can always be removed for cause.
O. The president of a corporation
111. Is usually elected by the stockholders.
112. Can never be, simultaneously, a director.
113. Is an agent of the corporation.
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114. Is liable for secret personal profits made in connection with the busi­
ness of the corporation.
115. Is liable for negligent acts that cause a loss to the corporation.
Number 3 (Estimated time— 20 to 25 minutes)
Instructions
Each of the following numbered phrases or clauses states a legal conclusion as 
it completes the related lettered material. You are to determine whether each of 
the legal conclusions is true or false according to the general principles of surety 
law and insurance law. Write on your answer sheet whether each conclusion is 
true or false. Your grade will be determined by deducting your total of incorrect 
answers from your total of correct answers; if you omit an answer it will not 
affect either total.
Questions to be Answered
A. An agreement by which a third person agrees to pay another’s debt if the 
debtor does not
116. May be called a contract of suretyship and the third person called 
a surety.
117. May be called a contract of guaranty and the third person called a 
guarantor.
118. Is always governed by the law of suretyship when it is the contract 
of an indorser of a negotiable instrument.
119. Implies that the guarantor promises to perform if the principal debtor 
does not.
120. Can be avoided by the surety when the principal debtor does not 
have the capacity to contract.
B. A remedy that is available to the surety after he has performed his obligations 
is known as
121. Subrogation.
122. Mandamus.
123. Exoneration.
124. Reimbursement.
125. Replevin.
C. In the suretyship relationship
126. The contract is always expressed or implied.
127. The liability of the surety is usually measured by the terms of the 
contract.
128. Notice that an offer of suretyship has been accepted must sometimes 
be given by the creditor to the surety.
129. Fraud practiced by the principal debtor on the surety does not 
relieve the surety.
130. The promise of the surety is made jointly or jointly and severally 
with the principal debtor to the creditor.
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D. Consideration in the suretyship relation
131. Is required for the promise of the surety.
132. Need not be a separate consideration if the surety relationship is 
entered into before the principal obligation arises.
133. Requires separate consideration if the surety relationship is entered 
into at the time the principal obligation arises.
134. Requires a separate consideration if the surety promise is made after 
the principal obligation is made.
135. Will be conclusively presumed against the surety if he is a party to 
a negotiable instrument and the instrument is in the hands of a 
holder in due course.
E. In the case of a conditional guaranty
136. The creditor may proceed against the guarantor immediately upon 
the default of the principal without proceeding against the principal.
137. The creditor must first exercise due diligence to obtain payment from 
the debtor before he can sue the guarantor.
138. The creditor is excused from the requirement of proceeding against 
the principal debtor before he makes a demand upon the guarantor 
if the principal debtor is bankrupt.
139. Notice of the default of the principal must be given by the creditor 
to the guarantor within a reasonable time so that the guarantor can 
take steps to protect himself.
140. If notice of default by the principal debtor is not given to the con­
ditional guarantor, he is released from liability to the extent that he 
can show that he was prejudiced by the creditor’s failure to give 
notice.
F. An insurance policy
141. Is a contract by which a promise is made to pay another a sum of 
money if the latter sustains a specific loss.
142. Can cover life, personal property or real property.
143. Requires that the insured have the capacity to make a contract.
144. May be used as a security device.
145. Specifies the term or period of time it covers.
G. An insurable interest in property is had by
146. A bailee in the property bailed.
147. A bailor in the property bailed.
148. A lien holder.
149. A person having an equitable title to real property.
150. A person in possession of real property.
H. An insurable interest in the life of a person is had by
151. Every person on his own life.
152. A creditor on the life of his debtor.
153. A partnership on the life of each of the partners.
154. A principal on the life of his agent.
155. A corporation on the life of its president.
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I. The insurer may raise as a defense
156. In a suit based on a fire insurance policy any defense that would be 
valid in an action upon a contract.
157. Any misrepresentation of a material fact in obtaining insurance 
covering loss of personal property.
158. Concealment to avoid the policy, but it must relate to a material fact.
159. In a suit based on marine insurance, intentional or unintentional 
concealment of material information.
160. The breach of a promissory warranty.
J. An insurance contract
161. May be oral unless there are local statutes to the contrary.
162. Is subject to the Statute of Frauds if it covers real property but not 
if it covers personal property.
163. May be governed, in whole or in part, by statute concerning its con­
tents.
164. Is valid where the subject matter is not in existence at the time the 
risk attaches and such fact is known to one of the parties.
165. Must require either a payment or an obligation to pay a consideration 
or premium if it is to be valid.
K. An incontestable clause
166. Is a clause which prevents the insurer from setting up defenses after 
issuance of the policy or after a specified period.
167. Is found in all type of insurance policies.
168. Is not applicable to a policy which has lapsed because of nonpayment 
of premiums and then reinstated.
169. Does not cover lack of insurable interest.
170. Will prevent the insurer from canceling the policy due to nonpayment 
of premiums.
L. A life insurance policy
171. Is an assignable right which can be used to secure loans.
172. Will always be voided by an intentional misstatement as to the age 
of the insured.
173. Is not subject to the right of subrogation.
174. Is assignable unless the policy prohibits assignment.
175. Taken out by a person on his own life bars the insured from naming 
himself as the beneficiary.
M. With respect to a fire insurance policy
176. When the description of the property is indefinite, the parole evidence 
rule bars the admission of evidence to show what property was meant.
177. When personal property is described as existing at a certain location, 
removal to another location will suspend coverage.
178. Only the actual value of tangible property described in the policy 
is covered.
179. The insurance is against all direct loss or damage by fire.
180. The fire causing the damage or loss must be a “hostile” fire as op­
posed to a “friendly” fire.
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N. An example of personal property usually subject to fire insurance coverage is
181. An account receivable.
182. A diamond ring.
183. A negotiable promissory note.
184. A thousand dollars in cash.
185. A dining room suite.
O. The following is a correct statement concerning subrogation and contribution 
in insurance:
186. If the insured has an action in tort, the insurer becomes subrogated 
to that right as soon as the damage occurs.
187. If a person has insurance in several companies covering the same 
property, he can collect from each the full extent of the loss.
188. If there is a cause of action for wrongful death of the insured, both 
the damages relating thereto and the life insurance may be collected 
by his representatives or beneficiaries.
189. If a person has insurance in several companies covering the same 
property, any insurer who pays the loss has the right of contribution 
from the others.
190. If the insured under a fire insurance policy has an action in tort, the 
insurer becomes subrogated to that right upon paying the loss.
Number 4  (Estimated time— 25 to 30 minutes)
Part a. Arthur and his brother, John, residents of X state, formed a partner­
ship for manufacturing and selling alcoholic beverages. Federal and X state licenses 
to run the business were obtained under John’s name without stating that Arthur 
had any interest in the firm. Both the federal and X state statutes required that 
the holder of such licenses disclose the names of all persons interested in the 
firm and imposed criminal penalties for failing to do so. After the firm had been 
in operation for several years, Arthur sued John for an accounting of his profits 
in the partnership.
Required:
Will Arthur recover against John? Explain.
Part b. State the definition of dissolution as it applies to partnerships and give 
five causes for dissolution other than acts of the parties.
Part c. What is the effect of dissolution of a partnership relative to
1. The vested rights and existing firm liabilities of the partners.
2. The authority of the partners.
3. The notice required to be given third persons when the dissolution is caused 
by the agreement of the partners.
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Number 5 (Estimated time— 20 to 25 minutes)
Part a. The M Corporation, a well-known radio and television manufacturer, 
had in its inventory several odd lots of discontinued models which it desired to clear 
out. M invited the owner of the D Discount Chain to come in and examine the 
different models and make M an offer for the entire lot. The sets were segregated 
from the regular inventory. Fifteen radios which were not discontinued models 
were inadvertently included in this segregated group. D was unaware that M did 
not intend to include the fifteen radios in the group.
D made M an offer of $9,000, which represented a sharp reduction in price 
from the normal sales price, for the entire lot. Being unaware of the error, M ac­
cepted the offer. M would not have accepted had he known of the inclusion of the 
fifteen current models.
Upon learning of the error M alleged mistake as a defense and refused to per­
form. D sued for breach of contract.
Required:
Will D be able to recover? Explain.
Part b. Charles, a famous interior decorator and music lover, ordered a custom 
made, high fidelity, stereophonic, console radio-phonograph from the Pure Tone 
Phonograph Company. Charles maintained a lavish apartment which he used as a 
showcase to impress his wealthy clientele. In making the contract Charles insisted 
that the set meet with his personal approval, and the contract guaranteed personal 
satisfaction. Skilled craftsmen worked for months on the set and even rivals of 
Pure Tone considered it one o f  the finest products ever produced. Charles, how­
ever, was not satisfied. He didn’t like the finish nor did he find the tone to be as 
outstanding as he wished. He, therefore, refused to accept the set unless it was re­
finished and substantial improvements made in the tone quality.
Pure Tone, stating that the set was the best that could be made, refused to 
make the changes and sued Charles for breach of contract.
Required:
Will Pure Tone prevail? Explain.
Part c. 1. What are the requirements or elements that must be shown in 
order to establish promissory estoppel?
2. What is the primary importance of the promissory estoppel doctrine 
in relation to the law of contracts? Explain.
Number 6 (Estimated time— 25 to 30 minutes)
Part a. Acme Manufacturing Company wished to acquire a site for a ware­
house. Knowing that if it negotiated directly for the purchase of the property the 
price would be substantially increased, it employed Anson, an agent, to secure lots 
without disclosing that he was acting for Acme. Anson’s authority was evidenced 
by a writing signed by the proper officers of Acme Company. Anson entered into 
a contract in his own name to purchase Thomas’ lot, giving Thomas a negotiable
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note for $1,000, signed by Anson, as first payment. Believing that Stuart would 
succeed better with Davis for the purchase of Davis’ property, Anson employed 
Stuart for that purpose, giving him written authorization. Stuart signed a contract 
in his own name to buy a lot owned by Davis. Davis’ lot was not within the area 
of the proposed site and therefore not within the actual authority given by Acme 
to Anson. Unaware that the lot was not a part of the site, Acme wrote both Anson 
and Stuart approving their individual purchases. Acme’s identity as principal be­
came known to Thomas and Davis.
Required:
1. Is the Acme Company liable to Thomas on the note? Explain.
2. Is the Acme Company liable to Davis on the contract to buy Davis’ lot? 
Explain.
3. Could Davis hold Stuart personally liable on their contract? Explain.
Part b. Brian purchased an electric typewriter from Robert under a written 
contract by which Robert reserved the title until the purchase price was fully paid 
and reserved the right to repossess the typewriter if Brian failed to make any of 
the required ten payments. Arthur, an employee of Robert, was instructed to re­
possess the machine on the ground that Brian had defaulted in making the third 
payment. Arthur took possession of the typewriter and delivered it to Robert. It 
was then discovered that Brian was not in default.
Required:
1. May Brian recover damages from Arthur? Explain.
2. May Brian recover damages from Robert? Explain.
3. Assuming that Brian recovers damages from Arthur, does Arthur have the 
right of indemnification from Robert? Explain.
Number 7 (Estimated time— 20 to 25 minutes)
Part a. Alan transferred his farm, Greenacre, by proper deed to his son Blair 
for life, with remainder to Blair’s son Curt. Curt was alive at the time of the trans­
fer. The property was subject to a mortgage note having twenty years to run with 
5% interest payable semiannually.
Required:
1. State and define the kinds of estates held by Blair and Curt under this 
transfer.
2. State three implied duties imposed upon Blair in connection with his ac­
ceptance of the deed transferring Greenacre to him.
Part b. Andy made a survey of all the CPA firms in his state, categorizing 
them as to size of practice, type of practice, geographic location, etc. He incorpo­
rated his findings in a report that listed the firms in several ways, and before 
publication he sought to obtain a copyright.
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Required:
1. Distinguish, by definition between a copyright and a patent; state the period 
of time covered by each and their renewability period, if any.
2. Will Andy succeed in obtaining a copyright? Explain.
Number 8  (Estimated time— 25 to 30  minutes)
Part a. 1. State the basic distinction between actual and constructive fraud 
as these terms are used in connection with the CPA’s legal responsibility.
2. Compare the accountant’s common law liability to clients and 
third parties for ordinary negligence with his liability to them for constructive 
fraud. Explain.
Part b. The X Corporation engaged Y, a CPA, to examine its financial state­
ments. Nothing was expressly agreed between the parties as to the ownership of 
Y’s working papers.
In a subsequent year the client engaged another firm to examine its statements. 
The client demanded the return of the working papers from Y.
Required:
1. To whom do the working papers belong? Explain the reasons why this is 
the rule.
2. What restrictions, if any, are placed upon the ownership of the working 
papers? Explain.
EXAMINATION IN THEORY OF ACCOUNTS 
November 8 ,  1963; 1 :30 p.m. to 5 p.m.
All questions are required.
Number 1 (Estimated time— 25 to 35 minutes)
On a separate answer sheet write in the letter of your answer choice. Select the 
answer choice that best completes each statement. Select only one answer for each 
numbered statement.
1. The entity concept
a. Is inapplicable to unincorporated businesses.
b. Recognizes the legal aspects of business organizations.
c. Requires periodic income measurement.
d. Is applicable to all forms of business organizations.
2. Under direct costing procedures
a. An increase in inventory decreases marginal income.
b. No overhead costs are charged to the product.
c. Inventory values tend to be overstated.
d. Fixed costs are treated as period costs.
3. The consistency standard of reporting requires that
a. Expenses be reported as charges against the period in which they are 
incurred.
b. The effect of changes in accounting procedure upon income be properly 
disclosed.
c. Extraordinary gains and losses should not appear on the income state­
ment.
d. Accounting procedures be adopted which give a consistent rate of net 
income.
4. Income tax allocation consists of procedures intended to cause
a. Tax expense shown in the income statement to bear a normal relation 
to the net income before tax reported in the income statement.
b. Tax expense shown in the income statement to bear a normal relation 
to the tax liability for the current year.
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c. Tax liability shown in the balance sheet to bear a normal relation to the 
net income before tax reported in the income statement.
d. Actual tax payments to be evenly distributed over a period of time.
5. In the case of stock options involving compensation, the best measure of 
the compensation is the fair market value of the stock on the date
a. Of the adoption of the option plan.
b. On which an option is granted to a specific individual.
c. On which the grantee may first exercise the option.
d. On which the grantee disposes of the stock acquired under the option.
6. Under the replacement method of recording depreciation
a. Depreciation based on cost is converted to the current price level by the 
use of an index.
b. Depreciation is computed by applying the depreciation rate against the 
estimated replacement cost of the asset.
c. Cash equal to the annual depreciation expense is transferred to a spe­
cial asset replacement fund.
d. Depreciation is the cost of assets acquired as replacements less the 
salvage recovery on the old assets.
7. The admission of a new partner to a one-fifth interest in a partnership for 
an investment of $20,000 with total agreed capital to be $75,000 will result in 
the recognition of
a. Goodwill to the old partners.
b. Goodwill to the new partner.
c. A bonus to the old partners.
d. A bonus to the new partner.
8. If income tax effects are ignored, accelerated depreciation methods
a. Provide funds for the earlier replacement of fixed assets.
b. Increase funds provided by operations.
c. Tend to offset the effect of a steadily increasing price level on the in­
come statement.
d. Tend to decrease fixed asset turnover ratio.
9. Standard costs are least useful for
a. Measuring production efficiency.
b. Simplifying costing procedures.
c. Determining minimum inventory levels.
d. Job order production systems.
10. An inventory method which is designed to approximate inventory valuation 
at the lower of cost or market is
a. Last-in, first-out.
b. First-in, first-out.
c. Retail method.
d. Specific identification.
11. In situations where there is a rapid turnover, an inventory method which 
produces almost the same balance sheet valuation as the first-in, first-out method is
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a. Average cost.
b. Base stock.
c. Joint costs.
d. Prime cost.
12. In a period of rising prices the inventory method which tends to give the 
highest reported net income is
a. Base stock.
b. First-in, first-out.
c. Last-in, first-out.
d. Replacement cost.
13. In municipal accounting a fund created to finance and account for service 
operations for other units of government is referred to as a
a. Special revenue fund.
b. Utility fund.
c. Working capital fund.
d. Bond fund.
14. Capital stock is said to be “watered” when
a. It is sold at a price in excess of book value.
b. Liabilities are overstated.
c. Assets are overstated.
d. It is issued for assets other than cash.
15. Retained earnings are often appropriated as a means of
a. Setting aside cash for a specific purpose.
b. Disclosing managerial policy.
c. Preventing unusual losses.
d. Improving the debt-equity ratio.
16. An understatement in reported net income may result from the failure to 
record
a. An accrued liability.
b. A deferred income.
c. A prepaid expense.
d. Amortization of discount on bonds payable.
17. A statement of financial position prepared contrary to the going concern 
assumption is a
a. Statement of realization and liquidation.
b. Statement of affairs.
c. Charge and discharge statement.
d. Statement of liquidation.
18. The cash surrender value of life insurance policies on corporate executives 
should be shown in the balance sheet as
a. Cash.
b. Short-term investment.
c. Prepaid expense.
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d. Long-term investment.
19. “Trading on the equity” refers to the practice of
a. Purchasing and selling treasury stock.
b. Trading in the stock of other companies.
c. Retiring bonds before maturity.
d. Using funds provided by creditors.
20. If under a process cost system not using standard costs the ending work-in- 
process inventory is overstated because of a mistake in estimating the stage of 
completion,
a. The valuation of the finished goods inventory will be understated.
b. The valuation of the finished goods inventory will be overstated.
c. The valuation of the finished goods inventory will not be affected.
d. The valuation of the raw materials inventory will be understated.
Number 2 (Estimated time— 20 to 25 minutes)
The practice of using long-term leases as a method of financing plant and equip­
ment acquisitions is well established. In many cases these lease arrangements 
represent, in substance, a purchase of the property, and the property and the 
obligations incurred should therefore be reported among the assets and liabilities 
of the lessee.
Required:
a. In the light of their combined effects upon the substance, rather than form, 
of such arrangements, what provisions of a long-term lease contract would you 
consider as substantiating evidence that the lease involves the purchase of property?
b. What is the effect on the financial statements (including the statement of 
sources and applications of funds) of recording the property and corresponding 
liabilities on the books of the lessee? Discuss.
Number 3 (Estimated time— 25 to 30 minutes)
The directors of Lenox Corporation are considering the issuance of a stock 
dividend. They have asked you to discuss the proposed action by answering the 
questions below.
Required:
a. What is a stock dividend? How is a stock dividend distinguished from a stock 
split-up
1. From a legal standpoint?
2. From an accounting standpoint?
b. For what reasons does a corporation usually declare a stock dividend? A 
stock split-up?
c. Discuss the amount, if any, of retained earnings to be capitalized in connec­
tion with a stock dividend.
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Number 4  (Estimated time— 25 to 30 minutes)
Much of accounting is concerned with the determination of income and the 
valuation of assets through the application of accounting principles and conven­
tions. An example of the latter is the realization convention, which controls the 
timing of revenue recognition; its influence is said to pervade both the income 
statement and the balance sheet.
Required:
a. Explain the accounting concept of income.
b. Discuss the realization convention and its significance to the process of 
periodic income determination.
c. Discuss the effect of the realization convention on the valuation of assets for 
balance sheet purposes.
Number 5 (Estimated time— 25 to 30 minutes)
During the course of a year-end audit the following matters are brought to 
your attention:
1. Your client is a defendant in a patent infringement suit involving a material 
amount; you have received from the client’s counsel a statement that a loss is not 
at all likely, though it is possible.
2. At the beginning of the year the client entered into a ten-year nonrenewable 
lease agreement. Provisions in the lease will require the client to make substantial 
reconditioning and restoration expenditures at the termination of the lease.
3. The client expects to recover a substantial amount in connection with a 
pending refund claim for a prior year’s taxes. Although the claim is being con­
tested, counsel for the company has confirmed this expectation.
4. Due to a general increase in the number of labor disputes and strikes, both 
within and outside the industry, there is an increased likelihood that the client 
will suffer a costly strike in the near future.
Required:
For each of the above situations describe the accounting treatment you would 
recommend for both the current year and until the condition terminates. (Include 
in your discussion equally acceptable alternatives, if any.) Justify your recom­
mended treatment for each situation.
Number 6 (Estimated time— 25 to 30 minutes)
Partnership contracts usually specify a profit and loss ratio. They may also pro­
vide for such additional profit and loss sharing features as salaries, bonuses, and 
interest allowances on invested capital.
Required:
a. What is the objective of profit and loss sharing arrangements? Why may 
there be a need for features in addition to the profit and loss ratio? Discuss.
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b. Discuss the arguments for recording salary and bonus allowances to partners 
as charges to operations.
c. What are the arguments against treating partnership salary and bonus al­
lowances as expenses? Discuss.
d. In addition to its other profit and loss sharing features, a partnership agree­
ment may state that “interest is to be allowed on invested capital.” List the addi­
tional provision that should be included in the partnership agreement so that 
“interest to be allowed on invested capital” can be computed.
Number 7 (Estimated time— 25 to 30 minutes)
In the balance sheets of many companies the largest classification of assets in 
amount is fixed assets.
Required:
a. Name the items, in addition to the amount paid to the former owner or con­
tractor, that may be properly included as part of the acquisition cost of the follow­
ing fixed assets:
1. Land
2. Buildings
3. Machinery and Equipment
b. Define the following terms commonly used in accounting for fixed assets 
and discuss their accounting treatment in the accounts:
1. Additions
2. Betterments
3. Extraordinary Repairs
4. Deferred Maintenance
5. Replacements
c. Three positions have been taken with respect to the recording of manufactur­
ing overhead as an element of the cost of fixed assets constructed by a company 
for its own use:
1. It should be excluded completely.
2. It should be included only to the extent that it can be directly attributed 
to the construction project.
3. It should be included at the same rate as is charged to normal operations. 
Present the arguments supporting each of these positions.
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EXAMINATION IN ACCOUNTING PRACTICE— PART I
May 13, 1964; 1:30 to 6:00  p.m.
GROUP I
Solve all problems in this group.
Number 1 (Estimated time— 30 to 45 minutes)
Instructions
On a separate answer sheet write the letter of your answer choice. The answers 
should be selected in accordance with the Internal Revenue Code and Regulations 
effective for fiscal years ending in 1963. There is only one correct answer for 
each item.
Questions to be Answered.
1. John Andrews is a principal partner in two separate partnerships, A and 
B. Partnership A’s fiscal year ends June 30 and Partnership B’s ends September 
30. As partner, Andrews’ share of the partnerships’ taxable income for the fiscal 
years ending in 1963 was $8,000 and $20,000, respectively.
Andrews, who reports on a calendar year basis, would report taxable income 
for 1963 from partnerships of
a. $ 8,000.
b. $19,000.
c. $23,000.
d. $28,000.
e. None of the above.
2. In computing the taxable income of a partnership for 1963 a deduction is 
allowed for
a. Personal exemptions.
b. Fixed salaries paid to partners for services determined without regard 
to the income of the partnership.
c. The net operating loss deduction.
d. The capital loss carryover.
e. None of the above.
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3. A member of a partnership does not claim the 10% standard deduction 
on his 1963 return. He would not include in his 1963 personal tax return, as a 
separate item, the following partnership item:
a. Gains and losses from sales of capital assets held less than six months.
b. Charitable contributions.
c. Interest paid on partnership indebtedness.
d. Gains and losses from sales of Section 1231 assets.
e. None of the above.
4. A taxpayer is not required to obtain the permission of the Commissioner of 
Internal Revenue to make the following change of accounting method:
a. From the cash basis to the accrual basis.
b. From the long-term completed-contract method to the percentage-of- 
completion method.
c. From the sum-of-the-digits method to the straight-line method of com­
puting depreciation.
d. From LIFO to the FIFO method of valuing inventories.
e. None of the above.
5. An individual who is on a cash basis is not required to report as income
a. A negotiable note of a solvent maker received in payment of mortgage 
interest.
b. A matured and payable bond interest coupon.
c. Interest credited on a savings bank deposit.
d. Payment for injury to personal reputation.
e. None of the above.
6. A husband and wife may not file a joint return if
a. Their combined adjusted gross income is less than $5,200.
b. The husband dies during the year even though the wife does not remarry.
c. The husband is on the accrual basis and the wife on the cash basis.
d. They are nonresident aliens who entered the United States during the 
taxable year.
e. None of the above.
7. An individual who is a holder of common stock of the Bee Corporation 
must include in his gross income the following distribution by the Bee Corporation:
a. Cash in lieu of fractional shares arising from a stock dividend. The share­
holder had no option to accept a fractional share.
b. Common stock of the Bee Corporation in lieu of the regular cash divi­
dend. Because of a temporary depletion of cash the Corporation would 
have been compelled to liquidate some investments to pay the regular 
cash dividend.
c. Preferred stock of the Bee Corporation.
d. Rights to subscribe to common stock of the Bee Corporation.
e. None of the above.
8. Mr. Punti is 72 years of age and is employed by both the X Corporation 
and the Y Corporation. His annual gross compensation from each corporation is 
$5,000. Mr. Punti told the payroll clerk of the X Corporation not to withhold
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amounts from his pay for F.I.C.A. because of his age. Mr. Punti then told the 
payroll clerk of the Y Corporation not to withhold amounts from his pay for 
F.I.C.A. because his other employer, the X Corporation, will withhold. Mr. 
Punti is
a. Not subject to such withholding by the Y Corporation because Mr. Punti 
claimed that same will be fully withheld by the X Corporation.
b. Not subject to such withholding by either corporation because of his age.
c. Subject to withholding by both corporations. Each should withhold on 
the first $2,400 of salary payments.
d. Subject to such withholding by both corporations. Each should with­
hold on the first $4,800 of salary payments.
e. None of the above.
9. All of the stock of the X Corporation is owned by Mr. X. The Corporation 
employs Mr. X at an annual salary of $10,000. Because of a severe lack of 
working capital Mr. X could not withdraw his salary in 1962, though it was 
accrued on the books. The Corporation paid Mr. X his 1962 salary on March 14, 
1963. The X Corporation uses the accrual method of accounting and Mr. X 
reports income on the cash method. Both report on a calendar year basis. The 
$10,000 should be reported by the Corporation as a deduction and by Mr. X 
as income in
a. 1962.
b. 1963.
c. 1962 and 1963 respectively.
d. 1963 and 1962 respectively.
e. None of the above.
10. George Wilson, a cash-basis taxpayer, rented a retail store for 12 months 
commencing December 1, 1963 for $100 per month. When the lease was signed 
he paid the landlord $200, $100 to be applied to the December rent and $100 
to be applied to the final month’s rent provided the condition of the premises 
was acceptable to the landlord. In installing the store fixtures, holes were cut 
in the floor. It will cost $50 to repair the floor when Wilson vacates the store. For 
1963 Wilson would claim a business expense of
a. $100.
b. $200.
c. $250.
d. $100 plus the present value of $100 discounted for eleven months.
e. None of the above.
11. On January 2, 1963 Sam Boles gave his son, David Boles, 100 shares of 
Alden Co. stock; its market value was $8,000. Sam Boles had purchased the 
stock on August 1, 1961 for $5,000. David Boles sold the stock on April 1, 
1963 for $10,000. For 1963 David Boles would report
a. Ordinary income of $2,000.
b. Short-term gain of $2,000.
c. Short-term gain of $5,000.
d. Long-term gain of $5,000.
e. None of the above.
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12. Assume the same facts as in “11” except that the stock was sold on April 
1, 1963 for $6,000. For 1963 David Boles would report
a. Ordinary income of $1,000.
b. Short-term loss of $2,000.
c. Short-term gain of $1,000.
d. Long-term gain of $1,000.
e. None of the above.
13. William Karr was injured in an automobile accident and was confined to 
his home from Monday, August 5, 1963 through Thursday, August 15, 1963 
inclusive. His salary for a five-day week was $150 and his employer paid him 
$270 under a wage continuation plan for the period that he was out. For 1963 
Karr would exclude from his income as sick pay
a. $ 90.
b. $120.
c. $180.
d. $270.
e. None of the above.
14. Assume the same facts as in “ 13” except that Karr was hospitalized for 
the first two days of his absence from work. For 1963 Karr would exclude from 
his income as sick pay
a. $ 90.
b. $120.
c. $180.
d. $270.
e. None of the above.
15. The Black Corporation transferred part of its assets to the Brown Cor­
poration in exchange for Brown Corporation stock. The Brown Corporation stock 
was immediately distributed to the stockholders of the Black Corporation, who 
were required to surrender one share of Black stock for each share of Brown 
stock received. This process is known as a
a. Split-off .
b. Split-up.
c. Spin-off.
d. Spin-up.
e. None of the above.
16. The Federal Company transferred a factory building to the Reserve Cor­
poration in exchange for all the stock of the Reserve Corporation. The Federal 
Company then distributed the Reserve Corporation stock to the stockholders of 
Federal Company, who did not surrender any of their Federal Company stock 
in the process. This distribution is known as a
a. Split-off.
b. Split-up.
c. Spin-off.
d. Spin-up.
e. None of the above.
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17. Mr. X owned property that he purchased in 1955 for $50,000 and that 
had a fair market value of $85,000 in 1963. Y Corporation had 100 shares of 
common stock outstanding, all of which were held by Mr. Y; there were no 
other classes of stock outstanding. In 1963 Y Corporation issued 400 shares of 
its common stock to Mr. X in exchange for his property and as compensation 
for his services which were valued at $10,000. The total fair market value of the 
stock issued was $100,000. For 1963 Mr. X would report
a. Ordinary income of $10,000; no gain or loss on the transfer of the 
property.
b. Ordinary income of $10,000; short-term capital gain of $5,000.
c. Ordinary income of $10,000; long-term capital gain of $5,000.
d. Ordinary income of $10,000; long-term capital gain of $40,000.
e. None of the above.
18. The adjusted gross income on Mr. Kern’s tax return for 1963 was $30,000. 
The return included no net operating loss deduction. In 1963 Mr. Kern made 
cash contributions to the following organizations:
Community C h u rch .......................................................  $ 2,000
American Red Cross ..................................................  5,000
Salvation Army .............................................................  3,000
Total ......................................................................  $10,000
Mr. Kern’s maximum contribution deduction for 1963 would be
a. $ 6,000.
b. $ 8,000.
c. $ 9,000.
d. $10,000.
e. None of the above.
19. Mr. and Mrs. Smith were both 67 years old in 1963 and had no depen­
dents. Mr. Smith died in 1963. For 1963, as surviving spouse, Mrs. Smith may 
claim the following number of exemptions
a. 1.
b. 2.
c. 3.
d. 4.
e. None of the above.
20. If Mrs. Smith, identified in the preceding item, does not remarry, she may 
claim for 1964 the following number of exemptions
a. 1.
b. 2.
c. 3.
d. 4.
e. None of the above.
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Number 2 (Estimated time—  35 to 50 minutes)
The net worth section of the Bard Corporation as shown in the December 31, 
1962 balance sheet follows:
Stockholder? Equity:
Common stock, $10 par value; authorized, 500,000 shares; issued,
75,000 shares...................................................................................  $ 750,000
Capital contributed in excess of par v a lu e ....................................  375,000
Retained earnings ............................................................................... 725,000
Total .............................................................................................. 1,850,000
Less cost of 4,700 shares of common stock in treasury...............  11,500
Total stockholders’ equity .....................................................  $1,838,500
A footnote to the balance sheet stated that 1,000 shares of authorized and un­
issued common stock were reserved for issuance at $22 per share to officers of 
the Corporation. The option agreement contains a clause protecting the optionees 
against dilution of their interests. The options had not been recorded in the 
accounts.
During the year ended December 31, 1963 the following events occurred:
Date Transaction
January 16
February 1 
March 1
April 1
June 30 
October 1
November 15
December 1 
December 31
A cash dividend of 20¢ per share was declared, payable February 
15 to stockholders of record on February 5.
Stock options for 500 shares were exercised.
A 2-for-1 stock split-up was declared. The additional stock was 
issued March 15 to stockholders of record on March 5. The par 
value of the stock was reduced to $5.
The stockholders of the Herbert Corporation exchanged all of 
their stock for 25,000 shares of Bard Corporation unissued com­
mon stock. The Herbert Corporation’s net assets at market value 
amounted to $450,000. The merger was treated as a purchase 
for accounting purposes.
Stock options for 400 shares were exercised.
A 10% stock dividend was declared, payable November 1 to 
stockholders of record on October 15.
By a merger that was treated as a pooling of interests for account­
ing purposes, 100,000 shares of Bard Corporation common stock 
were exchanged for all the stock of the Albert Corporation. At 
the date of the exchange the stockholders’ equity of the Albert 
Corporation consisted of $300,000 capital stock, $160,000 capital 
contributed in excess of par value, and $270,000 retained earnings. 
Stock options for 100 shares were exercised.
Net income for Bard Corporation for the year ended December 31, 
1963 amounted to $850,000 before provision for income taxes of 
$450,000.
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The market price per share and the book value per share (computed from 
interim financial statements) of the Bard Corporation common stock at certain 
dates during 1963 follow:
Date Market Value Book Value
February 1 $30 $26.00
March 1 36 27.00
April 1 19 13.75
June 30 23 14.00
October 1 24 14.25
November 1 25 14.50
November 15 26 14.75
December 1 27 15.00
Required:
Prepare a worksheet summarizing the 1963 transactions. The worksheet should 
have the following column headings:
1. Common Stock Issued (shares and amount).
2. Capital Contributed in Excess of Par Value.
3. Retained Earnings.
4. Treasury Stock (shares and cost).
5. Options Outstanding (shares and price per share).
Number 3 (Estimated time— 50 to 60 minutes)
Newfield Corporation, your client, has contracted to purchase all the out­
standing stock of the Blank Corporation for $800,000. The contract provides 
that the purchase price is to be reduced by the amount that Blank Corporation’s 
net worth is less than $600,000 as of May 31, 1963, the end of Blank Corpora­
tion’s fiscal year.
Blank Corporation is in the retail grocery business and currently operates 
three stores and a warehouse that stocks general merchandise for the stores. 
Blank Corporation commenced operations on June 1, 1960, at which time the 
warehouse and six stores were in operation. All facilities were leased for a ten- 
year period beginning June 1, 1960. Title to all leasehold improvements reverts 
to the lessors at the termination of the leases. Three of the stores were subleased 
as of January 1, 1963 for the balance of the periods of the original leases.
Blank Corporation’s trial balance before audit adjustments, as of May 31, 
1963, is as follows:
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Blank Corporation
TRIAL BALANCE
(Before Audit Adjustments)
May 31, 1963
Debit Credit
Cash ............................................................................... $ 28,700
Bad checks receivable................................................. 5,700
Inventories, June 1, 1962 ............................................. 532,000
Furniture and fix tu res................................................. 160,000
Accumulated depreciation—furniture and fixtures. . $ 40,000
Leasehold improvements ........................................... 186,800
Accumulated amortization—leasehold improvements 50,000
Deferred charges ......................................................... 9,000
Accounts payable ....................................................... 55,700
Installment contracts payable...................................... 45,000
Common s to c k .............................................................. 600,000
Retained earnings (deficit) ........................................ 14,000
Sales ............................................................................... 3,100,000
Purchases ...................................................................... 2,600,300
Depreciation and amortization .................................. 23,000
Other expenses.............................................................. 332,200
Other in co m e................................................................ 1,000
$3,891,700 $3,891,700
You have been engaged by your client to examine the financial statements of 
Blank Corporation and to compute the purchase price to be paid to holders of 
Blank Corporation’s common stock. Your examination disclosed the following:
1. Bad checks totaling $800 were returned by the banks in June 1963. These 
checks were included in the deposits of May 31, 1963. The parties have agreed 
that an allowance for bad checks should be provided equal to 60% of the bad 
checks as of the close of fiscal period.
2. Physical inventories were taken under your observation on May 31, 1963 
at the stores and warehouse. Store inventories were taken at retail and the ware­
house inventory was taken at cost: The amount of supplies on hand was nom­
inal; it was agreed that it should be disregarded. Both parties agreed to the fol­
lowing average mark-on percentages, based on retail sales prices: general mer­
chandise, 25%; vegetables and meats, 30%. Physical inventories as taken were
as follows:
Stores:
General merchandise ..................................................................  $330,000
Vegetables and m e a ts ....................................................................  84,000
Warehouse:
General merchandise ...................    120,000
3. Included in furniture and fixtures are built-in canned food self-service 
units that were installed June 1, 1962 in each of the three stores currently in 
operation. The units, which cannot be removed from the stores in usable condi­
tion, cost $16,000 each and are being depreciated over a ten-year period with 
no estimated salvage value.
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4. Your review of the leases covering the rental of the six stores and the 
warehouse revealed that a lease deposit to be applied to the final month’s rent 
was required under each lease. Lessors confirmed that lease deposits of $1,000 
for each store and $5,000 for the warehouse were made and were to be applied 
to the final month’s rent. Blank Corporation charged these deposits to Deferred 
Charges.
By a review of the subleases and cash receipts record, you determine that 
deposits of $1,000 were received by Blank Corporation from each of the sub­
lessees to be applied to the final month’s rent. Two of these deposits were credited 
to Deferred Charges and one to Other Income. The sublessees remit their regular 
month’s rent directly to the landlords.
5. You determine that Blank Corporation had contracted for the purchase of 
5,000,000 paper sacks at a price of $10 per 1,000. The sacks were to be de­
livered as requested and an invoice submitted for each delivery. At May 31, 1963 
there were 4,000,000 sacks undelivered. This contract was not recorded on the 
books except for the invoices received for sacks that had been delivered.
6. An examination of tax returns showed that the income per books has been 
the same as taxable income before application of the carry-back and carry­
forward provisions of the law. Income (or loss) before provision for income 
taxes since the Company’s founding follow:
Year Ended Income (Loss)
May 31, 1961 
May 31, 1962
$ 17,000 
(31,000)
The parties have agreed that the purchase price of the common stock should 
provide for the tax effect of any net operating loss carry-over. A uniform tax 
rate of 50% has been in effect on all levels of income.
Required:
a. Prepare an income statement for the year ended May 31, 1963 for Blank 
Corporation. Generally accepted accounting principles should be applied in the 
preparation of the statement and provision should be made for income taxes, 
if any.
b. Prepare a schedule computing Blank Corporation’s taxable income for the 
year ended May 31, 1963.
c. Without prejudice to your answers to “a” and “b,” assume that the net 
income determined in “a” was $1,000 before provision for income taxes and that 
taxable income determined in “b” was $9,000. Prepare a schedule computing the 
purchase price of Blank Corporation’s common stock.
Number 4  (Estimated time— 45 to 55 minutes)
You are examining the December 31, 1963 financial statements of the Conol 
Sales Company, a new client. The Company was established on January 1, 1962 
and is a distributor of air conditioning units. The Company’s income statements 
for 1962 and 1963 were presented to you as follows:
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The Conol Sales Company 
STATEMENTS OF INCOME AND EXPENSE
For the Years Ended December 31, 1963 and 1962
Sales ...............................................................................
Cost of sales ................................................................
Gross profit ..........................................................
Selling and administration expense............................
Net income before income taxes ...................
Provision for income taxes @ 5 0 % ............................
Net incom e............................................................
1963 1962
$1,287,500 $1,075,000
669,500 559,000
618,000 516,000
403,500 330,000
214,500 186,000
107,250 93,000
$ 107,250 $ 93,000
Your examination disclosed the following:
1. Some sales were made on open account; other sales were made through 
dealers to whom units were shipped on a consignment basis. Both sales methods 
were in effect in 1962 and 1963. In both years, however, the Company treated 
all shipments as outright sales.
2. The sales price and cost of the units were the same in 1962 and 1963. 
Each unit had a cost of $130 and was uniformly invoiced at $250 to open account 
customers and to consignees.
3. During 1963 the amount of cash received from consignees in payment for 
units sold by them was $706,500. Consignees remit for the units as soon as they 
are sold. Confirmations received from consignees showed that they had a total 
of 23 unsold units on hand at December 31, 1963. Consignees were unable to 
confirm the unsold units on hand at December 31, 1962.
4. The cost of sales for 1963 was determined by the client as follows:
Units
Inventory on hand in warehouse, December 31, 1962 1,510
Purchases........................................................................ 4,454
Available for s a le .......................................................... 5,964
Inventory on hand in warehouse, December 31, 1963 814
Shipments to: open account customers 3,008
consignee customers 2,142 5,150 @ $130 =  $669,500
Required:
a. Compute the total amount of the Conol Sales Company’s inventory at
1. December 31, 1963
2. December 31, 1962
b. Prepare the auditor’s worksheet journal entries to correct the financial 
statements for the year ended December 31, 1962.
c. Prepare the formal adjusting journal entries to correct the accounts at De­
cember 31, 1963. (The books have not been closed. Do not prepare the closing 
journal entries.)
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group I
(Estimated time— 50 to 60 minutes)
Solve one of the two problems in this group. If both are 
solved, only the first will be considered.
Number 5
The Mantis Manufacturing Company manufactures a single product that passes 
through two departments: extruding and finishing-packing. The product is shipped 
at the end of the day in which it is packed. The production in the extruding and 
finishing-packing departments does not increase the number of units started.
The cost and production data for the month of January are as follows:
Finishing-
Cost Data
Extruding 
Department  
Packing
Department
Work in process, January 1:
Cost from preceding departm ent....................... ____ — $60,200
Material ..........................................................................  $ 5,900 —
Labor ..............................................................................  1,900 1,500
Overhead ............................................................................  1,400 2,000
Costs added during January:
Material .................................................................... . . .  20,100 4,400
Labor ..............................................................................  10,700 7,720
Overhead .............................................................. ........  8,680 11,830
Percentage of completion of work in process:
January 1:
Material ............................................................. ........  70% 0%
Labor ................................................................ ........  50 30
O verhead........................................................... ......... 50 30
January 31:
Material .....................................................................  50 0
Labor ................................................................ ........  40 35
Overhead ......................................................... ......... 40 35
January Production Statistics
Units in process, January 1 ..........................................  10,000 29,000
Units in process, January 31 ........................................  8,000 6,000
Units started or received from preceding department 20,000 22,000
Units completed and transferred or shipped . . . . ........  22,000 44,000
In the extruding department materials are added at various phases of the proc­
ess. All lost units occur at the end of the process when the inspection operation 
takes place.
In the finishing-packing department the materials added consist only of pack­
ing supplies. These materials are added at the midpoint of the process when 
the packing operation begins. Cost studies have disclosed that one half of the 
labor and overhead costs apply to the finishing operation and one half to the 
packing operation. All lost units occur at the end of the finishing operation when
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the product is inspected. All of the work in process in this department at January 
1 and 31 was in the finishing operation phase of the manufacturing process.
Required: (The Company uses the average costing method in its accounting 
system.)
a. Compute the units lost, if any, for each department during January.
b. Compute the output divisor for the calculation of unit costs for each de­
partment for January. ( “Output divisor” is used in the average costing method 
as “equivalent production” is used in the first-in first-out costing method.)
c. Prepare a cost of production report for both departments for January. The 
report should disclose the departmental total cost and cost per unit (for material, 
labor and overhead) of the units (1) transferred to the finishing-packing de­
partment and (2) shipped. Assume that January production and costs were 
normal. (Submit all supporting computations in good form.)
Number 6
The City Hall Bond Fund was established on July 1, 1962 to account for the 
construction of a new City Hall financed by the sale of bonds. The building was 
to be constructed on a site owned by the City.
The building construction was to be financed by the issuance of 10-year 
$2,000,000 general obligation bonds bearing interest at 4%. Through prior ar­
rangements $1,000,000 of these bonds were sold on July 1, 1962. The remaining 
bonds are to be sold on July 1, 1963.
The only funds in which transactions pertaining to the new City Hall were re­
corded were the City Hall Bond Fund and the General Fund. The Bond Fund’s 
trial balance follows:
City of Larnaca 
CITY HALL BOND FUND 
June 30, 1963
Cash ...........................................................................
Appropriation expenditures....................................
Encumbrances .........................................................
Accounts payable.....................................................
Reserve for encumbrances ....................................
Appropriations .....................................................
Debit Credit
$ 893,000
140,500
715,500
$ 11,000 
723,000
_________  1,015,000
$1,749,000 $1,749,000
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An analysis of the Appropriation Expenditures account follows:
Debit
1. A progress billing invoice from General Construction Company 
(with which the City contracted for the construction of the new 
City Hall for $750,000—other contracts will be let for heating,
air conditioning, etc.) showing 10% of the work completed . . $ 75,000
2. A charge from the General Fund for work done in clearing
the building site..................................................................................  11,000
3. Payments to suppliers for building materials and supplies
purchased .........................................................................................  14,500
4. Payment of interest on bonds outstanding...................................  40,000
$140,500
An analysis of the Reserve for Encumbrances account follows:
Debit
(Credit)
1. To record contract with General Construction Company . . $(750,000)
2. Purchase orders placed for materials and supplies ........... (55,000)
3. Receipt of materials and supplies and payment therefor . . 14,500
4. Payment of General Construction Company invoice less
10% retention ..........................................................................  67,500
$(723,000)
An analysis of the Appropriations account follows:
Debit
(Credit)
1. Face value of bonds sold .........................................................  $(1,000,000)
2. Premium realized on sale of bonds........................................  (15,000)
$(1,015,000)
Required:
a. Prepare a worksheet for the City Hall Bond Fund at June 30, 1963 showing
1. Preliminary trial balance.
2. Adjustments. (Formal journal entries are not required.)
3. Adjusted trial balance.
b. Prepare the formal adjusting journal entries for the following funds and 
groups of accounts. (Closing entries are not required.)
1. General Fixed Assets Fund.
2. General Fund.
3. General Bonded Debt and Interest Fund.
EXAMINATION IN ACCOUNTING PRACTICE— PART I 
May 14, 1964; 1:30 to 6:00  p.m.
GROUP I
Solve all problems in this group.
Number 1 (Estimated time— 40 to 50 minutes)
Mr. I. M. Pine, sole proprietor of Pine Lumber Company, a wholesale-retail 
lumber business, decided to incorporate his business as of April 1, 1964. New 
books are not to be opened for the new Company, which will be named Pine 
Lumber Corporation. The Company’s unadjusted general ledger trial balance at 
March 31, 1964 is presented below.
Pine Lumber Company 
TRIAL BALANCE 
March 31, 1964
Debit Credit
Cash—State Bank .........................................................  $ 16,500
Cash—National Bank ...................................................  $ 4,600
Accounts receivable .....................................................  57,300
Allowance for bad d eb ts...............................................  5,300
Inventories ......................................................................  103,600
Investment—Builders Co................................................. 60,000
Land .................................................................................  3,000
Building ..........................................................................  40,000
Accumulated depreciation—building .......................... 30,000
Equipment ......................................................................  22,000
Accumulated depreciation—equipment .....................  5,600
Accounts payable.................  14,800
Mortgage payable ......... .............................................. 47,600
Income taxes payable.....................................................  3,000
I. M. Pine, Capital ......................................................  174,979
Sales .................................................................................  350,000
Purchases ........................................................................  300,000
Operating expenses ........................................................ 20,000
Selling and administrative expenses............................ 9,000
Mortgage interest expense............................................. 479
Professional fees ............................................................ 1,000
Provision for income ta x es ........................................... 3,000
$635,879 $635,879
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The bookkeeper has posted the books through March 31 without giving con­
sideration to the following information:
1. A check for $10,000 payable to Mr. Pine is included in the March 31 
list of outstanding checks for the National Bank. The check was issued so that 
additional Builders Company stock could be purchased through a private sale, 
but the sale could not be arranged and Mr. Pine wants the check cancelled.
2. Accounts receivable include an uncollectible trade account of $1,300 and 
1964 commission advances of $1,500 to a salesman who has left the Company. 
Mr. Pine believes the commission advance is uncollectible. A study of the esti­
mated collectibility of the other accounts receivable disclosed that an allowance 
for bad debts of $3,200 is required.
3. Inventories at March 31, 1964 aggregated $94,000.
4. The account, Investment-Builders Company, includes the cost of 5,000 
shares of Builders Company stock that were purchased at an initial offering price 
of $10 per share. This investment is to be retained by Mr. Pine and is not to be 
transferred to the new corporation. At March 31 the market value of the stock 
was $12 per share.
5. No depreciation was recorded on the books in 1964. The building is being 
depreciated over a 40-year life of which 10 years remained at December 31,
1963. Depreciation on equipment is based on a 10-year life. The remaining life 
of the pieces of equipment varies, but none will be fully depreciated at March 31. 
All depreciation is computed by the straight-line method.
6. A 20-year, $48,000 mortgage on the land and building was negotiated 
as of January 1, 1964. Under the terms of the mortgage equal monthly principal 
payments are to be made on the last day of each month, together with interest 
at 6% on the unpaid balance. No payment was made at March 31.
7. The professional fees of $1,000 were paid to an attorney for legal services 
in connection with the incorporation procedure. Mr. Pine estimates that the 
attorney will render an additional billing of $950 when the procedures are 
completed.
8. Mr. Pine’s personal income taxes were paid from Company funds in 1963. 
The tax amounted to $12,000. The account, Liability for Income Taxes, arises 
from an accrual of $1,000 per month for 1964 income taxes which is based on 
Mr. Pine’s Declaration of Estimated Tax for 1964.
9. The Pine Lumber Corporation has been authorized to issue 2,000 shares 
of $100 par value capital stock. Mr. Pine is to receive 1,000 shares of capital 
stock for his interest in the Pine Lumber Company.
Required:
Prepare a worksheet to adjust the proprietorship’s accounts for financial state­
ment purposes, close the proprietorship’s nominal accounts, and convert the pro­
prietorship’s accounts into the accounts with which the corporation will begin its 
operations. (Formal journal entries and formal financial statements are not re­
quired.)
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Number 2 (Estimated time— 30 to 40 minutes)
The Comity Loan Company is engaged in the consumer finance business. Prior 
to 1963 the Company followed the direct charge-off method of recording un­
collectible loans. The Company also provided a reserve for uncollectible loans 
by an appropriation of retained earnings.
During 1963 the Comity Loan Company decided to change to the reserve 
method of recognizing losses due to uncollectible loans. Permission was received 
to use the reserve method for income tax purposes. The books, however, were 
continued on the charge-off method for the full year of 1963. An analysis of 
the Company’s loss experience showed that 4% of the loans receivable at the 
end of each year prove uncollectible and are written off in the following year.
The following are condensed trial balances:
The Comity Loan Company 
TRIAL BALANCES 
December 31, 1963 and 1962
December 31, 1962 
(Post closing)
$ 86,500 
687,500 
25,000
1963December 31,
Cash ...................................................  $ 49,300
Loans receivable .............................. 712,500
Other assets.................    27,000
Liabilities ..........................................  $520,700
Liability for income ta x e s ............... 21,300
Capital stock ....................................  100,000
Retained earnings ............................ 108,000
Reserve for uncollectible loans . . . .  27,500
Dividends paid ................................  10,000
Interest income ................................  165,000
Operating expenses .......................... 49,500
Uncollectible loans charged off . . . 13,400
Interest expense ................................  59,500
Provision for income ta x e s ............  21,300
$942,500 $942,500
$543,500
20,000
100,000
108,000
27,500
$799,000 $799,000
Required: (Assume that the current income tax rate is 50%)
a. Prepare the formal journal entries at December 31, 1963 to record the 
change in accounting methods for 1963.
b. Prepare a formal Statement of Income and Retained Earnings for the 
year ended December 31, 1963.
Number 3 (Estimated time— 50 to 60 minutes)
The Hardhyt Corporation is in financial difficulty because of low sales. Its 
stockholders and principal creditors want an estimate of the financial results of 
the liquidation of the assets and liabilities and the dissolution of the Corporation.
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The Corporation’s trial balance follows:
Hardhyt Corporation 
POSTCLOSING TRIAL BALANCE
December 31, 1963
Debit Credit
Cash ................................................................................. $ 1,000
Accounts receivable.......................................................  20,500
Allowance for bad debts ............................................. $ 350
Inventories ......................................................................  40,000
Supplies inventory .........................................................  3,000
Downhill Railroad 5% bonds........................................  5,000
Accrued bond interest receivable.................................. 750
Advertising ......................................................................  6,000
Land .................................................................................  4,000
Building ..........................................................................  30,000
Accumulated depreciation—building .......................... 5,000
Machinery and equipment ..........................................  46,000
Accumulated depreciation—machinery and equipment 8,000
Accounts payable............................................................ 26,000
Notes payable—bank ...................................................  25,000
Notes payable—officers ...............................................  20,000
Payroll taxes payable.....................................................  800
Wages payable ................................................................  1,500
Mortgage payable .........................................................  42,000
Mortgage interest payable............................................. 500
Capital stock ..................................................................  50,000
Retained earnings .........................................................  29,100
Reserve for product guarantees ..................................  6,200
$185,350 $185,350
The following information has been collected in anticipation of a meeting of 
the stockholders and principal creditors to be held on January 2, 1964:
1. Cash includes a $300 protested check from a customer. The customer 
stated that he would have funds to honor the check in about two weeks.
2. Accounts receivable include accounts totaling $10,000 that are fully col­
lectible and have been assigned to the bank in connection with the notes payable 
Included in the unassigned receivables is an uncollectible account of $150. The 
Allowance for Bad Debts account of $350 now on the books will adequately 
provide for other doubtful accounts.
3. Purchase orders totaling $9,000 are on hand for the Corporation’s prod­
ucts. Inventory with a book value of $6,000 can be processed at an additional 
cost of $400 to fill these orders. The balance of the inventory, which includes 
obsolete materials with a book value of $1,200, can be sold for $10,500.
4. In transit at December 31 but not recorded on the books was a shipment 
of defective merchandise being returned by a customer. Mr. Hardhyt, president 
of the Corporation, had authorized the return and the refund of the purchase
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price of $250 after the merchandise had been inspected. Other than this return 
Mr. Hardhyt knows of no other defective merchandise that would bear upon the 
appropriated Reserve for Product Guarantees account. The merchandise being 
returned has no salvage value.
5. The Supplies Inventory is comprised of advertising literature, brochures, 
and other sales aids. These could not be replaced for less than $3,700.
6. The Downhill Railroad bonds are recorded at face value. They were pur­
chased in 1960 for $600, and the adjustment to face value was credited to 
Retained Earnings. At December 31, 1963 the bonds were quoted at 18 dealt in 
flat.
7. The Advertising account represents the future benefits of a 1963 adver­
tising campaign. Ten per cent of certain advertising expenditures were placed in 
the account. Mr. Hardhyt stated that this was too conservative and that 20% 
would result in a more realistic measure of the market that was created.
8. The land and building are in a downtown area. A firm offer of $50,000 
has been received for the land which would be used as a parking lot; the build­
ing would be razed at a cost of $12,000 to the buyer. Another offer of $40,000 
was received for the real estate which the bidder stated would be used for 
manufacturing that would probably employ some Hardhyt employees.
9. The highest of the offers received from used machinery dealers was $18,000 
for all of the machinery and equipment.
10. One creditor, whose account for $1,000 is included in the accounts pay­
able, confirmed in writing that he would accept 90¢ on the dollar if the Cor­
poration paid him by January 10.
11. Wages payable include year-end adjustments of $325 payable to certain 
factory employees for their overtime during the busy season.
12. The mortgage payable is secured by the land and building. The last 
two monthly principal payments of $200 each were not made.
13. Estimated liquidation expenses amount to $3,200.
14. For income tax purposes the Corporation has the following net operating 
loss carryovers: (The tax rate is 50% )
1961 $10,000
1962 $12,000
1963 $ 8,000
Required:
a. Prepare a statement of affairs. Assets should be classified according to 
their availability for secured and unsecured creditors, and liabilities should be 
classified according to their legal priority and secured status. The statement 
should have the following column headings:
For Assets:
Book Value 
Assets
Appraised Value 
Estimated Amount Available 
Loss or Gain on Realization
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For Liabilities and Capital:
Book Value 
Liabilities and Capital 
Amount Unsecured
b. Prepare a schedule that computes the estimated settlement per dollar of 
unsecured liabilities.
Number 4  (Estimated time— 50 to 60 minutes)
The management of the Southern Cottonseed Company has engaged you to 
assist in the development of information to be used for managerial decisions.
The Company has the capacity to process 20,000 tons of cottonseed per year. 
The yield of a ton of cottonseed is as follows:
Average Yield Per Average Selling Price
Product Ton of Cottonseed Per Trade Unit
Oil 300 lbs. $ .15 per lb.
Meal 600 lbs. 50.00 per ton
Hulls 800 lbs. 20.00 per ton
Lint 100 lbs. 3.00 per cwt.
Waste 200 lbs.
A special marketing study revealed that the Company can expect to sell its 
entire output for the coming year at the listed average selling prices.
You have determined the Company’s costs to be as follows:
Processing costs
Variable: $9 per ton of cottonseed put into process.
Fixed: $108,000 per year.
Marketing costs
All variable: $20 per ton sold.
Administrative costs
All fixed: $90,000 per year.
From the above information you prepared and submitted to management a 
detailed report on the Company’s break-even point. In view of conditions in 
the cottonseed market, management told you that they would also like to know 
the average maximum amount that the Company can afford to pay for a ton 
of cottonseed.
Management has defined the average maximum amount that the Company can 
afford to pay for a ton of cottonseed as the amount that would result in the 
Company’s having losses no greater when operating than when closed down 
under the existing cost and revenue structure. Management states that you are 
to assume that the fixed costs shown in your break-even point report will con­
tinue unchanged even when the operations are shut down.
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Required:
a. Compute the average maximum amount that the Company can afford to 
pay for a ton of cottonseed.
b. You also plan to mention to management the factors, other than the costs 
that entered into your computation, that they should consider in deciding whether 
to shut down the plant. Discuss these additional factors.
c. The stockholders consider the minimum satisfactory return on their in­
vestment in the business to be 25% before corporate income taxes. The stock­
holders’ equity in the Company is $968,000. Compute the maximum average 
amount that the Company can pay for a ton of cottonseed to realize the minimum 
satisfactory return on the stockholders’ investment in the business.
GROUP I
(Estimated time— 50 to 60 minutes)
Solve one of the two problems in this group. If both are 
solved, only the first will be considered.
Number 5
For a number of years you have prepared Hyram Hayrack’s income tax 
returns and discussed his financial affairs with him. In early December 1963 
he presents you with the following summary of his cash receipts and disburse­
ments for the eleven months ended November 30:
Receipts:
Grain sales (net of Commodity Credit Corporation loan and interest) $15,000
Hay sa le s .................................................................................................... 700
Potato s a le s ...............................................................................................  13,000
Sugar beet sales .......................................................................................  30,000
Patronage dividends (on gas and oil purchased) .................................  300
Gasoline tax refunds ............................................................................... 500
Soil Bank paym ents................................................................................... 800
Commodity Credit Corporation loan on g ra in .....................................  6,500
Feeder cattle sold ................................................................................... 25,000
Breeding herd sold ................................................................................... 2,000
Total receipts ................................................................................... $93,800
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Disbursements:
Labor (including employer social security taxes) ............................ $12,000
F e e d ............................................................................................................  1,300
Seed ............................................................................................................  2,400
Repairs to farm equipment, barns and fe n ces ....................................  8,200
Supplies, etc., for farm u s e ....................................................................  1,800
Fertilizer, insecticides ............................................................................... 1,550
Veterinary fees and livestock medicine ................................................. 100
Gas and o i l ................................................................................................ 3,600
Real estate ta x e s .......................................................................................  4,500
Mortgage principal (not on home) .......................................................  1,600
Mortgage interest (not on home) .......................................................  1,000
Feeder cattle purchased ..........................................................................  16,000
Utilities ......................................................................................................  1,500
New beet harvester, down payment June 30, 1963 ..........  . 2,500
Personal expenditures ..........................................................................  25,000
Total disbursements ......................................................................  $83,050
You are able to determine the following additional information:
1. Mr. Hayrack’s wife, Hilda, sells cream and eggs at the local farmers’ 
market. Receipts totaling $440 from these sales were deposited in a special 
“education fund” for their teen-age daughter and were excluded from Mr. 
Hayrack’s summary of receipts and disbursements.
2. The feeder cattle sold were bought in 1961 for $8,000. The breeding 
herd sold on June 30, 1963 had cost $7,500 in 1958 and had been depreciated 
down to $4,000 as of June 30, 1963.
3. Ten per cent of the expenditures for gas, oil, real estate taxes and utilities 
is a reasonable allowance for personal use.
4. Depreciation on the straight-line method amounts to $20,950 for all items 
reported in the prior year’s depreciation schedule and adjusted for 1963 retire­
ments.
5. There is a balance due of $7,500 on the new beet harvester which has 
an estimated life of ten years and a salvage value of $300. Mr. Hayrack wants 
to take the additional first-year deduction for depreciation on the new equipment. 
He also wishes to depreciate this equipment on the straight-line method con­
sistent with prior years. He has consistently claimed a half-year’s depreciation 
on new equipment acquired during the year.
6. Mr. Hayrack finances his operations through Commodity Credit Corpora­
tion and has never treated these loans as income. The 1963 grain sales included 
grain on which he received in 1962 a $10,000 Commodity Credit Corporation 
loan. The interest on this loan to date of sale was $600. Grain with a market 
value of $9,000 was given as crop share rent to Carl Carlson from whom he 
rents a farm. Mr. Hayrack also holds warehouse receipts for grain with a market 
value of $3,500 that is excluded from his financing arrangements with Com­
modity Credit Corporation.
7. Normal payroll and other deductible farm expenses for December will be 
about $3,000.
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8. Mr. Hayrack is considering improving his home farm by leveling and 
terracing to check erosion. He has a bid from a contractor to do this work (dirt 
work only) for $5,545. If he contracts to have the work done, it could be com­
pleted before December 31, 1963 and would entitle him to a payment of $545 
in early 1964 under the Agricultural Adjustment Act.
9. Mr. Hayrack considers that he has had a normal year’s operation in 
1963 and he anticipates similar results next year. His annual net income from 
farming before personal exemptions and deductions has averaged $20,000 for 
several years and he would like to approximate that figure in 1963.
Required:
a. Prepare a statement computing Mr. and Mrs. Hayrack’s estimated net 
income from farming for 1963 on a cash basis before personal exemptions and 
deductions and before undertaking the leveling and terracing work.
b. Without prejudice to your computation in part “a,” assume that you com­
puted the Hayracks’ estimated net income from farming to be $22,000. What 
recommendations would you make to Mr. Hayrack so that their net income from 
farming will approximate $20,000 in 1963?
Number 6
William Gardner is an attorney-at-law. The following schedule of receipts 
and disbursements for 1963 was prepared by his secretary from the cash book
that she maintains for his legal practice.
Cash receipts:
Legal fees ..........................................................................  $27,100
Rent from office associates...............................................  2,100
Insurance company payment ........................................  2,500
Total rece ip ts .............................................................. $31,700
Cash disbursements:
William Gardner’s w ithdrawals........................................  11,700
Secretary’s salary (net of taxes w ithheld).......................  5,258
Part-time clerical help (net of taxes withheld) ............... 530
Rent .....................................................................................  3,450
Automobile expenses and re p a irs ....................................  1,800
Fees paid associates............................................................ 1,500
Filing fees and court co s ts ................................................ 1,300
Office equipment ................................................................ 2,000
Office expenses....................................................................  900
Country club dues and expenses ....................................  1,600
Taxes withheld from em ployees........................................  1,262
F.I.C.A. employer contribution........................................  194
Total disbursements...................................................  31,494
Excess of cash receipts over cash disbursements...............  $ 206
The following additional information is available:
1. The insurance company payment was in settlement of a court suit that
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arose from a December 1962 automobile accident in which Mr. Gardner was 
involved. The payment was itemized as follows:
$2,000 Compensation to Mr. Gardner for personal injuries 
500 Repairs to 1962 Ford
$2,500 Total payment
Mr. Gardner had paid $500 for the car repairs in December 1962 and claimed 
the payment as a business expense in 1962 because he believed the court would 
not rule that the other driver was at fault. The 1962 Ford is used 100% for 
business.
2. The filing fees and court costs of $1,300 were charged to clients and are 
included in legal fee receipts.
3. Of the country club dues and expenses totaling $1,600, Mr. Gardner has 
kept records which show that 50% of the total amount was incurred in con­
nection with his legal practice.
4. The following cash transactions pertain to his oil well interests.
Oil Wells
Receipts .........................................................
Total
. . . .  $20,800
A
$17,000
B
$ 3,800
Expenditures:
Drilling and development expenses . . . . . . . . 4,275 275 4,000
Lease operations...................................... . . . . 2,725 2,425 300
Equipment ................................................. 7,000 — 7,000
Total ............................................. . . .  . 14,000 2,700 11,300
N e t ........................................ . . . . $ 6,800 $14,300 $(7,500)
5. Mr. Gardner’s 1962 tax return included the following depreciation schedule:
Description Date Acquired Basis
Prior
Depre­
ciation Method
Life
(years)
Deprecia­
tion This 
Year
Oil well A 1960 $8,400 $1,714 DDB 14 $ 955
1962 Ford 1962 2,900 — SYD 4 580
Office furniture
and equipment Prior 1962 3,300 1,850 S/L 10 330
Law books Prior 1962 3,800 2,120 S/L 10 380
Total depreciation $2,245
He has consistently claimed one-half year’s depreciation in the year of the 
asset’s acquisition and prefers to depreciate newly acquired assets by the same 
method that he used for similar assets in prior years. He prefers to not take the 
additional first-year 20% depreciation deduction.
6. The following dividends were received during 1963:
Star Corporation, Chicago $350
National Corporation, Houston 300
Yukon Company, Ltd., Canada 340
Total cash received $990
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Mr. Gardner owns the Star and National stock. Mrs. Gardner owns the 
Yukon stock, the dividends for which are subject to the Canadian 15% with­
holding tax. Mr. Gardner also received six shares of Baughn Corporation stock 
as the result of a 3% stock dividend issued by Baughn. The fair market value 
of the Baughn stock was $70 per share.
7. Mr. and Mrs. Gardner made the following contributions during the year:
Main Street Church $500
United Fund 100
McGill University, Canada 300
8. The following taxes were paid during the year:
Real estate (residence) ............................................................................  $ 675
Real estate (daughter’s residence) .........................................................  380
Personal property (home furniture) .....................................................  60
Personal property (office furniture, equipment and law library) . . 30
Federal excise on fur c o a t ..........................................................................  125
State income (balance, 1962) ................................................................ 435
State income (estimate, 1963) ................................................................ 450
Federal income (balance, 1962) ............................................................ 300
Federal income (estimate, 1963) ...........................................................  3,000
9. William Gardner is 54 years old and lives with his wife, Mary, who is 53 
years old, and with his son, John, who is 16 years old.
He also supports his daughter, Audrey Scott, and her two children. His daugh­
ter, who is divorced but received no alimony or child support payment in 1963, 
lives with her children in a small house owned by her father. She worked part- 
time for her father as a secretary and received gross pay of $550 from which 
$20 was withheld for F.I.C.A. contributions.
Required:
Prepare a schedule to compute the taxable income on a cash basis for William 
and Mary Gardner for 1963. Show as supporting schedules William Gardner’s 
income from his law practice and his oil leases. Assume the Canadian tax with­
held would be treated as a credit against the United States income tax.
EXAMINATION IN AUDITING
May 14, 1964; 8:30  a.m. to 12:00 m. 
All questions are required.
Number 1 (Estimated time— 25 to 35 minutes)
Instructions
On a separate answer sheet write the letter of your answer choice. Select the 
best answer choice for each of the following items. Mark only one answer for 
each item.
An example of the manner in which the questions should be answered is 
shown in the following illustration:
Question
XX In an audit the CPA would not foot the following:
a. Cash book.
b. Chart of accounts.
c. Payroll book.
d. Trial balance of accounts receivable.
Answer Sheet
XX b.
Questions to be Answered
1. The date of the CPA’s report normally should be the date of
a. The client’s year end.
b. Completion of all important audit procedures.
c. Completion of the final draft of the report.
d. Delivering the report to the client.
2. When no audit has been performed, any financial statements with which 
a CPA’s name is associated should be conspicuously marked on each page as 
unaudited. When such statements are accompanied by his explanatory com­
ments, the CPA must
a. Instruct the client that the statements and comments are to be used 
only for the client’s information.
b. Include in his comments an adverse opinion.
c. Refrain from expressing any opinion.
d. Include in his comments a disclaimer of opinion.
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3. When a CPA is examining the consolidated financial statements of a 
parent company and is utilizing the unqualified report of another CPA (the 
principal CPA did not engage the other CPA and is not affiliated with him) for a 
domestic subsidiary of material importance, the principal CPA
a. May express an unqualified opinion on the consolidated statements 
without assuming responsibility for work of the other CPA, provided 
he has satisfied himself by inquiries or other measures as to the inde­
pendence and professional reputation of the other CPA and the basis 
of his opinion is adequately described.
b. Cannot express an unqualified opinion on the consolidated state­
ments unless he assumes responsibility for the work of the other CPA.
c. May express an unqualified opinion only on the financial statements 
of the parent company. He would include the other CPA’s report, 
clearly identified, with his own report for the reader’s information but 
must disclaim an opinion on the consolidated statements.
d. Should render a piecemeal opinion on only those items of the con- 
consolidated statements upon which the report of the other CPA has 
no bearing.
4. A frequent practice of CPAs is to prepare a long-form report in which 
the wording of the short-form type of auditor’s opinion is included.
a. Issuing two kinds of reports confuses the readers and the practice is 
being discouraged as a form of substandard reporting .
b. The CPA’s opinion is limited to the basic financial statements and 
necessarily excludes the other financial and statistical data because 
they are management’s representations that are presented primarily 
for supplementary analysis purposes.
c. The practice is proper provided the CPA clearly establishes his position 
regarding the other data in the long-form report.
d. The practice is acceptable provided the basic financial statements in 
the two reports are identical and disclosure is made in the long-form 
report of the existence of the short-form report.
5. Although the discovery of fraud is not the objective of the CPA’s ordi­
nary audit engagement, the CPA would be responsible for the detection of fraud 
if he fails to detect the fraud because
a. Of management’s failure to disclose an unrecorded transaction. The 
documents pertaining to the transaction are kept in a confidential file.
b. Of management’s description of the system of internal control.
c. Of management’s misstatement of the value of an inventory of precious 
gems.
d. The amount of fidelity bond coverage for certain employees is not 
compatible with the amount of potential defalcation that might be 
committed.
6. The generally accepted auditing standard that deals with consistency re­
quires that certain changes having a material effect on the comparability of finan­
cial statements be recognized in the CPA’s report. The consistency standard 
would require the CPA to recognize in his report the lack of comparability 
resulting from
Auditing 123
a. A change from the straight-line method to an accelerated method of 
computing depreciation.
b. A change in the estimated remaining useful life of an asset resulting 
in greater depreciation charges.
c. An adoption of Internal Revenue Service Guidelines for income tax 
purposes.
d. A change in the principal type of business engaged in; e.g., from 
manufacturing to holding company.
7. The CPA is responsible for the disclosure of events that have a material 
effect on the financial statements and occur or become known subsequent to the 
date of the statements. However, the following post-balance-sheet-date event 
would probably not require disclosure or comment by the CPA:
a. The impact of a general business recession resulting in decreased 
sales volume in the first two months of the new year.
b. The serious damage to plant from a widespread flood.
c. The sale of a capital stock issue with restrictive covenants. The offer­
ing was widely advertised.
d. The settlement of a large liability for considerably less than the 
amount recorded.
8. The CPA would not be required to deviate from the standard short-form 
report on financial statements in the following circumstances:
a. The client requested the CPA not to verify the physical inventory.
b. The client employs a direct costing system.
c. The client incurred substantial indebtedness by the purchase of another 
plant near the year end; the financial effect of the purchase cannot be 
precisely estimated.
d. The client changed from the completed-contract method to the per- 
centage-of-completion method of accounting for long-term contracts.
9. When a client makes a change (assume a material effect upon the finan­
cial statements) from the use of one generally accepted accounting principle, 
practice or method to another which is generally accepted, the CPA should dis­
close the nature of the change and its effect and
a. He should state in his report that he approves and accepts the change 
if management had sought and followed his advice before making the 
change.
b. He should state in his report whether he approves and accepts the 
change if management did not seek or follow his advice before making 
the change.
c. He should include in his opinion a qualification regarding the fair 
presentation in conformity with generally accepted accounting prin­
ciples.
d. He may, if he wishes, express in his report his approval of the change.
10. The CPA would render an adverse opinion instead of a qualified opinion
if, in his judgment,
a. The scope of his examination was not adequate to warrant the expres­
sion of a qualified opinion on the financial statements.
b. His exception to the fairness of presentation of the financial state­
ments was so material that a qualified opinion was not justified.
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c. The auditing procedures were so insignificant in the circumstances 
that the CPA could not satisfy himself that the financial statements 
were not misleading.
d. Competent evidential material was so insufficient that the CPA could 
not fairly render a qualified opinion on the financial statements.
11. Generally accepted auditing standards for field work do not include the 
following standard:
a. The work is to be adequately planned and assistants, if any, are to be 
properly supervised.
b. Due professional care is to be exercised in the performance of the 
examination and the preparation of the report.
c. There is to be a proper study and evaluation of the existing internal 
control as a basis for reliance thereon and for the determination of the 
resultant extent of the tests to which auditing procedures are to be 
restricted.
d. Sufficient competent evidential matter is to be obtained through inspec­
tion, observation, inquiries, and confirmations to afford a reasonable 
basis for an opinion regarding the financial statements under exam­
ination.
12. In stating in his report that his examination was made in accordance with 
generally accepted auditing standards, the CPA implies that
a. All auditing procedures were followed for that particular engagement 
that would have been followed in a majority of auditing engagements.
b. In the absence of a statement to the contrary, his examination may be 
relied upon for assurance that the financial statements are not de­
liberate misrepresentations of management.
c. Nothing came to his attention that would preclude his issuing either 
an unqualified opinion or a qualified opinion.
d. Evidence was examined which CPAs generally would consider ade­
quate in the particular circumstances; and, where necessary, normal 
procedures were extended or additional procedures were employed.
13. Generally accepted auditing procedures provide that other procedures 
should be applied in examinations where the CPA has not been able to observe 
physical inventories and they are a material factor. In such cases, the CPA
a. Need make no mention of the omission of the observation of the physi­
cal inventory in his report if he satisfied himself by the other proce­
dures. An unqualified opinion would be rendered if his findings justi­
fied it.
b. Should disclose the omission of the observation of the physical in­
ventories in the scope paragraph of his report. Even though he satis­
fied himself by the other procedures he would disclaim an opinion on 
the fairness of the statements as a whole but he might render a piece­
meal opinion on other accounts not interrelated with inventories if 
his findings justify it.
c. Should disclose in the scope paragraph of his report the omission of 
the observation of the physical inventories and the findings of his 
application of other procedures. An unqualified opinion may be
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rendered if he has satisfied himself by means of the other procedures.
d. Should disclose in the scope paragraph of his report the omission of 
the observation of the physical inventories even though he may have 
satisfied himself by other procedures. A qualified opinion would be 
rendered because the observation of inventories is a generally ac­
cepted auditing procedure.
14. The CPA recognizes that a “system” of internal control extends beyond 
those matters which relate directly to the functions of the accounting and financial 
departments. However, he would not consider the following to be part of the 
“system” of internal control for a manufacturing company:
a. Time and motion studies which are of an engineering nature.
b. Quarterly audits by auditors of an insurance company to determine 
liability for workmen’s compensation insurance premiums.
c. A budgetary system installed by a consulting firm other than a CPA 
firm.
d. A training program designed to aid personnel in meeting their job 
responsibilities.
15. The primary objective of the ordinary examination of financial statements 
by a CPA is the expression of an opinion on
a. The competence of management in accounting matters which is im­
plied by whether the opinion is unqualified or not.
b. The conformity of the statements with the books of account.
c. The conformity of the financial statements with generally accepted 
auditing standards applied on a basis consistent with that of the 
prior year.
d. The fairness with which the financial statements present financial 
position and results of operations.
Number 2 (Estimated time— 20 to 25 minutes)
The Kowal Manufacturing Company employs about fifty production workers 
and has the following payroll procedures.
The factory foreman interviews applicants and on the basis of the interview 
either hires or rejects the applicants. When the applicant is hired he prepares 
a W-4 form (Employee’s Withholding Exemption Certificate) and gives it to 
the foreman. The foreman writes the hourly rate of pay for the new employee 
in the corner of the W-4 form and then gives the form to a payroll clerk as 
notice that the worker has been employed. The foreman verbally advises the 
payroll department of rate adjustments.
A supply of blank time cards is kept in a box near the entrance to the factory. 
Each worker takes a time card on Monday morning, fills in his name, and notes 
in pencil on the time card his daily arrival and departure times. At the end of 
the week the workers drop the time cards in a box near the door to the factory.
The completed time cards are taken from the box on Monday morning by a 
payroll clerk. Two payroll clerks divide the cards alphabetically between them, 
one taking the A to L section of the payroll and the other taking the M to Z 
section. Each clerk is fully responsible for her section of the payroll. She com­
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putes the gross pay, deductions and net pay, posts the details to the employee’s 
earnings records, and prepares and numbers the payroll checks. Employees are 
automatically removed from the payroll when they fail to turn in a time card.
The payroll checks are manually signed by the chief accountant and given to 
the foreman. The foreman distributes the checks to the workers in the factory 
and arranges for the delivery of the checks to the workers who are absent. The 
payroll bank account is reconciled by the chief accountant who also prepares 
the various quarterly and annual payroll tax reports.
Required:
List your suggestions for improving the Kowal Manufacturing Company’s 
system of internal control for the factory hiring practices and payroll procedures.
Number 3 (Estimated time— 20 to 25 minutes)
The Moss Company manufactures household appliances that are sold through 
independent franchised retail dealers. The electric motors in the appliances are 
guarantied for five years from the date of sale of the appliances to the consumer. 
Under the guaranty defective motors are replaced by the dealers without charge.
Inventories of replacement motors are kept in the dealers’ stores and are 
carried at cost in The Moss Company’s records. When the dealer replaces a 
defective motor, he notifies the factory and returns the defective motor to the 
factory for reconditioning. After the defective motor is received by the factory, 
the dealer’s account is credited with an agreed fee for the replacement service.
When the appliance is brought to the dealer after the guaranty period has 
elapsed, the dealer charges the owner for installing the new motor. The dealer 
notifies the factory of the installation and returns the replaced motor for re­
conditioning. The motor installed is then charged to the dealer’s account at a 
price in excess of its inventory value. In this instance, to encourage the return 
of replaced motors, the dealer’s account is credited with a nominal value for the 
returned motor.
Dealers submit quarterly inventory reports of the motors on hand. The re­
ports are later verified by factory salesmen. Dealers are billed for inventory 
shortages determined by comparison of the dealers’ inventory reports and the 
factory’s perpetual records of the dealers’ inventories. The dealers order addi­
tional motors as they need them. One motor is used for all appliances in a given 
year, but the motors are changed in basic design each model year .
The Moss Company has established an account, Estimated Liability for Prod­
uct Guaranties, in connection with the guaranties. An amount representing the 
estimated guaranty cost prorated per sales unit is credited to the Estimated 
Liability account for each appliance sold and the debit is charged to a Provision 
account. The Estimated Liability account is debited for the service fees credited to 
the dealers’ accounts and for the inventory cost of the motors installed under 
the guaranties.
The engineering department keeps statistical records of the number of units of 
each model sold in each year and the replacements that were made. The effect
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of improvements in design and construction is under continuous study by the 
engineering department, and the estimated guaranty cost per unit is adjusted 
annually on the basis of experience and improvements in design. Experience 
shows that, for a given motor model, the number of guaranties made good varies 
widely from year to year during the guaranty period, but the total number of 
guaranties to be made good can be reliably predicted.
Required:
a. Prepare an audit program to satisfy yourself as to the propriety of the 
transactions recorded in the Estimated Liability for Product Guaranties account 
for the year ended December 31, 1963.
b. Prepare the worksheet format that would be used to test the adequacy of 
the balance in the Estimated Liability for Product Guaranties account. The 
worksheet column headings should describe clearly the data to be inserted in 
the columns.
Number 4 (Estimated time— 25 to 30 minutes)
Following are the financial statements of the Young Manufacturing Corpora­
tion and the auditor’s report of their examination for the year ended January 31,
1964. The examination was conducted by John Smith, an individual practitioner, 
who has examined the Corporation’s financial statements and reported on them 
for many years.
Young Manufacturing Corporation
STATEMENTS OF CONDITION 
January 31, 1964 and 1963
ASSETS
Current assets:
Cash ........................................ .......................................................
Accounts receivable—pledged—less allowances for doubtful 
accounts of $3,800 in 1964 and $3,000 in 1963 (see note)
Inventories, pledged—at average cost, not in excess of replace­
ment cost ...................................................................................
Other current asse ts ......................................................................
Total current assets .....................................................
Fixed assets:
Land—at cost ..............................................................................
Buildings—at cost, less accumulated depreciation of $50,800 
in 1964 and $53,400 in 1963 .............................................
Machinery and equipment—at cost, less accumulated depre­
ciation of $30,500 in 1964 and $25,640 in 1963 ...........
Total fixed assets .........................................................
Total assets............................................................
1964 1963
$ 43,822 $ 51,862
65,298 46,922
148,910 118,264
6,280 5,192
264,310 222,240
38,900 62,300
174,400 150,200
98,540 78,560
311,840 291,060
$576,150 $513,300
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LIABILITIES AND STOCKHOLDERS’ EQUITY  
Current liabilities:
Accounts payable..........................................................................
Other liabilities..............................................................................
Current portion of long-term mortgage payable.......................
Income taxes payable ..................................................................
Total current liabilities ...............................................
Long-term liabilities:
Mortgage payable..........................................................................
Total liabilities .............................................................
Stockholders’ equity:
Capital stock, par value $100, 1,000 shares authorized, issued 
and outstanding ......................................................................
Retained earnings ........................................................................
Total stockholders’ equity ........................................
Total liabilities and stockholders’ eq u ity ...............
Note: I did not confirm the balances of the accounts receivable 
by other auditing procedures that the balances were correct.
1964 1963
$ 27,926 
68,743 
3,600 
46,840
$ 48,161 
64,513 
3,600 
30,866
147,109 147,140
90,400 94,000
237,509 241,140
100,000
238,641
338,641
$576,150
100,000
172,160
272,160
$513,300
but satisfied myself
Young Manufacturing Corporation 
INCOME STATEMENTS
For the Years Ended January 31, 1964 and 1963
1964 1963
Income:
Sales ....................................................... ............... $884,932 $682,131
Other in co m e........................................ ............... 3,872 2,851
Total ............................................... ............... 888,804 684,982
Costs and expenses:
Cost of goods s o ld ................................ ............... 463,570 353,842
Selling expenses .................................... ............... 241,698 201,986
Administrative expenses ..................... ............... 72,154 66,582
Provision for income taxes ............... ............... 45,876 19,940
Other expenses .................................... ............... 12,582 13,649
Total ............................................... ............... 835,880 655,999
Net incom e..................................................... ............. $ 52,924 $ 28,983
To: Mr. Paul Young, President March 31, 1964
Young Manufacturing Corporation
I have examined the Balance Sheet of the Young Manufacturing Corpora­
tion and the related Statement of Income and Retained Earnings.
These statements present fairly the financial position and results of opera­
tions in conformity with consistent generally accepted principles of account­
ing. My examination was made in accordance with generally accepted 
auditing standards, and accordingly included such tests of the accounting 
records and such other auditing procedures as I considered necessary in the 
circumstances.
(Signed) John Smith
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R equired:
List and discuss the deficiencies of the auditor’s report prepared by John 
Smith. Your discussion should include justifications that the matters you cited are 
deficiencies. (Do not check the addition of the statements. Assume that the 
addition is correct.)
Number 5 (Estimated time— 25 to 35 m inutes)
The following information was obtained in an audit of the cash account of 
Tuck Company as of December 31, 1963. Assume that the CPA has satisfied 
himself as to the validity of the cash book, the bank statements and the returned 
checks, except as noted.
1. The bookkeeper’s bank reconciliation at November 30, 1963.
Balance per bank statem ent.........................................................  $ 19,400
Add deposit in tran s it.................................................................... 1,100
Total .......................................................................................  20,500
Less outstanding checks
#2540 $140
1501 750
1503 480
1504 800
1505 30 2,300
Balance per b o o k s..........................................................................  $ 18,200
2. A summary of the bank statement for December 1963.
Balance brought forward .............................................................  $ 19,400
Deposits ...........................................................................................  148,700
168,100
Charges ...........................................................................................  132,500
Balance, December 31, 1963 .......................................................  $ 35,600
3. A summary of the cash book for December 1963 before adjustments.
Balance brought forward .............................................................  $ 18,200
Receipts ...........................................................................................  149,690
167,890
Disbursements ................................................................................  124,885
Balance, December 31, 1963 .......................................................  $ 43,005
4. Included with the cancelled checks returned with the December bank state­
ment were the following:
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Amount
Number Date of Check of Check
#1501 November 28, 1963 $ 75 This check was in payment of an in­
voice for $750 and was recorded in 
the cash book as $750.
#1503 November 28, 1963 $580 This check was in payment of an in­
voice for $580 and was recorded in 
the cash book as $580.
#1523 December 5, 1963 $150 Examination of this check revealed 
that it was unsigned. A discussion 
with the client disclosed that it had 
been mailed inadvertently before it 
was signed. The check was endorsed 
and deposited by the payee and proc­
essed by the bank even though it was 
a legal nullity. The check was record­
ed in the cash disbursements.
#1528 December 12, 1963 $800 This check replaced #1504 that was 
returned by the payee because it was 
mutilated. Check #1504 was not can­
celled on the books.
December 19, 1963 $200 This was a counter check drawn at 
the bank by the president of the Com­
pany as a cash advance for travel ex­
pense. The president overlooked in­
forming the bookkeeper about the 
check.
— December 20, 1963 $300 The drawer of this check was the 
Tucker Company.
#1535 December 20, 1963 $350 This check had been labeled N.S.F. 
and returned to the payee because the 
bank had erroneously believed that 
the check was drawn by the Luck 
Company. Subsequently the payee 
was advised to redeposit the check.
#1575 January 5, 1964 $10,000 This check was given to the payee on
December 30, 1963 as a postdated 
check with the understanding that it 
would not be deposited until January 
5. The check was not recorded on the 
books in December.
5. The Tuck Company discounted its own 60-day note for $9,000 with the 
bank on December 1, 1963. The discount rate was 6%. The bookkeeper recorded 
the proceeds as a cash receipt at the face value of the note.
6. The bookkeeper records customers’ dishonored checks as a reduction of
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cash receipts. When the dishonored checks are redeposited they are recorded as 
a regular cash receipt. Two N.S.F. checks for $180 and $220 were returned by 
the bank during December. The $180 check was redeposited but the $220 check 
was still on hand at December 31.
Cancellations of Tuck Company checks are recorded by a reduction of cash 
disbursements.
7. December bank charges were $20. In addition a $10 service charge was 
made in December for the collection of a foreign draft in November. These 
charges were not recorded on the books.
8. Check #2540 listed in the November outstanding checks was drawn in 1960. 
Since the payee cannot be located, the president of Tuck Company agreed to the 
CPA’s suggestion that the check be written back into the accounts by a journal 
entry.
9. Outstanding checks at December 31, 1963 totaled $4,000 excluding checks 
#2540 and #1504.
10. The cut-off bank statement disclosed that the bank had recorded a de­
posit of $2,400 on January 2, 1964. The bookkeeper had recorded this deposit 
on the books on December 31, 1963 and then mailed the deposit to the bank.
Required:
Prepare a four-column reconciliation (sometimes called a “proof of cash” ) 
of the cash receipts and cash disbursements recorded on the bank statement and 
on the Company’s books for the month of December 1963. The reconciliation 
should agree with the cash figure that will appear in the Company’s financial 
statements.
Number 6  (Estimated time— 25 to 30 minutes)
Certified public accountants have imposed upon themselves a rigorous code 
of professional ethics.
Required:
a. Discuss the underlying reasons for the accounting profession’s adopting a 
code of professional ethics.
b. The CPAs’ code of professional ethics prohibits the direct or indirect offer 
of employment by a CPA to an employee of another CPA without first informing 
the other CPA.
1. What are the justifications for this rule?
2. What action, if any, may the employee of a CPA take should he learn 
that another CPA firm has an open position for which he would like to 
apply?
c. A rule of professional ethics adopted by CPAs is that a CPA shall not be 
an officer, director, stockholder, representative or agent of any corporation en­
gaged in the practice of public accounting. List the arguments supporting this 
rule that a CPA firm cannot be a corporation.
132 Examination Questions—May, 1964
Number 7 (Estimated time— 25 to 30 minutes)
Part a. When a CPA has accepted an engagement from a new client who is a 
manufacturer, it is customary for the CPA to tour the client’s plant facilities.
Required:
Discuss the ways in which the CPA’s observations made during the course of 
the plant tour would be of help to him as he plans and conducts his audit.
Part b. In the verification of the amount of the inventory, the CPA is con­
cerned that slow-moving and obsolete items are identified in the inventory. 
Required:
List the auditing procedures that the CPA would employ to determine whether 
slow-moving or obsolete items are included in the inventory.
EXAMINATION IN COMMERCIAL LAW
May 15, 1964; 8:30  a.m. to 12 m.
All questions are required.
Number 1 (Estimated time— 20 to 25 minutes)
Instructions
Each of the following numbered statements states a legal conclusion. You are 
to determine whether each legal conclusion is true or false according to general 
principles of contract law. Write on your answer sheet whether each conclusion 
is true or false. Your grade will be determined by deducting your total of in­
correct answers from your total of correct answers; if you omit an answer it 
will not affect either total.
Example
Question
XX. The following elements are necessary to constitute a pledge:
1. Possession by the pledgor.
2. Property used to secure a loan or other obligation.
3. Either real or personal property.
4. A right of redemption retained by the pledgor.
5. Title retained by the pledgor.
Answer Sheet
1. False
2. True
3. False
4. True
5. True
Questions to be Answered
A. A novation
1. Must be in writing to be enforceable.
2. Must be recorded to be effective against third parties.
3. Can involve a duty which would not be delegable.
4. Will substitute performance by a third person for performance by one 
of the original parties
5. Imposes a surety liability upon the party released.
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B. The parol evidence rule
6. Does not apply to subsequent oral modifications of contracts.
7. Requires that certain types of contracts be in writing.
8. Does not bar proof of fraud.
9. Merges the prior and contemporaneous oral promises of the parties 
relating to the contract into the written contract they execute.
10. Does not preclude resort to parol evidence if the contract contains an 
ambiguity.
C. A quasi contract
11. Is a contract implied in fact.
12. Permits a person to recover by use of unjust enrichment as the ra­
tionale.
13. Will often be imposed by the court upon a party where an express con­
tract has not been validly entered into but one party has performed 
thereunder.
14. Does not require actual agreement to the contract by the party sued.
15. Is not subject to the Statute of Frauds.
D. The promissory estoppel doctrine
16. Where applicable has negated the requirement of consideration.
17. Is not generally applicable to contracts made by businessmen.
18. Requires proof of a promise which induces action or forbearance of a 
substantial nature.
19. Will apply only if injustice cannot be avoided except by enforcing the 
promise.
20. Will not apply if it is not reasonable to suppose that the other party 
would rely upon the promise.
E. The following contracts are within the Statute of Frauds:
21. “Give X goods worth $30 and I will pay for them.”
22. A real estate mortgage.
23. A contract made on January 2, 1964 to commence on September 5, 
1964 and to last six months.
24. “X ’s estate is insolvent, but I, as executor, will personally pay your 
claim.”
25. The sale of an easement.
F. The following will completely discharge a party (or his estate) from per­
formance of the contractual obligation:
26. Tender of the amount due for goods purchased.
27. An unexpected increase in the difficulty of performance.
28. Frustration of purpose.
29. A valid delegation of performance.
30. Death of a party to a contract for the purchase of an automobile.
G. In the unilateral contract situation
31. Acceptance is manifested by the performance of the act called for in 
the offer.
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32. There is a promise by only one of the parties to the contract.
33. The party who has accepted has executed his part of the contract.
34. None of the rights of the parties to the contract is assignable.
35. The offeree must have knowledge of the offer at the time of acceptance 
of the contract if the acceptance is to be effective.
H. An assignment of a right to receive payment of twenty-five dollars
36. Must be in writing according to the Statute of Frauds.
37. Impliedly carries with it the continuing obligation of the assignor to 
perform the contractual duty which created the right.
38. Would be accomplished by agreeing to assign the right in the future.
39. Does not, as against the obligor, protect the assignee from a payment 
to the assignor by the obligor, if the obligor does not have notice of 
the assignment.
40. Gives the assignee no better rights than his assignor had.
I. Silence by the offeree
41. Is one common method of termination of an offer.
42. Will be an acceptance if there has been a counteroffer made.
43. Will be an acceptance if the offeror indicates in writing in the offer 
that he will assume that silence is an acceptance.
44. Will not be an acceptance unless prior dealings have created such an 
understanding between the parties.
45. Will be an acceptance if both the parties intend it as such.
J. If an innocent misrepresentation is to be used as the basis for rescission of a 
contract
46. The misrepresentation must be of a material fact.
47. The party seeking rescission must be able to give back what he received.
48. The plaintiff need not allege or prove any knowledge of falsity on the 
part of defendant.
49. The plaintiff must allege and prove he relied on the misrepresentation.
50. The plaintiff must have been damaged in some way by the misrepre­
sentation.
K. A third-party donee beneficiary contract
51. Must be in writing according to the Statute of Frauds.
52. Immediately vests rights in the beneficiary unless the contract provides 
otherwise.
53. Gives the donee beneficiary greater rights than the donor had because 
it cuts off defenses which the promisor could assert against the donor.
54. Enables the donee beneficiary to sue the promisor even though the 
promise was not made to him.
55. Must be supported by an independent consideration running from the 
donee beneficiary to either the donor or promisor.
L. Under the substantial performance doctrine, as applied to construction con­
tracts,
56. The defect must not be related to the structure of the building if the 
builder is to benefit from the doctrine.
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57. An intentional departure from the terms of the contract precludes 
resort to the doctrine by the builder.
58. If there has been a breach by the builder and he fails to meet the re­
quirements of the substantial performance doctrine he will recover 
nothing from the contract.
59. If the variances are slight, then the damages resulting therefrom need 
not be deducted from the contract price.
60. A change has been made in the common law which previously had 
required literal performance in order to permit a party to recover on 
the contract.
Number 2 (Estimated time— 20 to 25 minutes)
Instructions
Each of the following numbered phrases or clauses states a legal conclusion 
as it completes the related lettered material. You are to determine whether each of 
the legal conclusions is true or false according to the general principles of insurance 
law. Write on your separate answer sheet whether each conclusion is true or 
false. Your grade will be determined by deducting your total of incorrect an­
swers from your total of correct answers; if you omit an answer it will not affect 
either total.
Questions to be Answered
A. Insurance companies or carriers
61. Are subject to detailed regulation by the states.
62. Come into existence pursuant to special corporate statutes.
63. Are treated differently from most corporations for federal income tax 
purposes.
64. Need not qualify to do business, as must most other corporations, in 
states in which they are not incorporated.
65. Have been held to be engaged in interstate commerce and therefore 
subject to federal regulation.
B. A life insurance contract
66. Must be approved by the state in which it is to be sold.
67. Is a good example of a unilateral contract if payment is required before 
delivery of the policy.
68. Contains many conditions precedent.
69. Passes money to the beneficiary upon death of the insured without 
requiring probate of a will.
70. Is a good example of a third party beneficiary contract.
C. The following could validly insure the life of an individual:
71. The partnership in which he is a partner.
72. A creditor who holds an unsecured note.
73. His children.
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74. His widowed mother, whom he supports.
75. His wife, whom he detests.
D. If the insured dies after the period provided for in the incontestable clause 
of a life insurance policy has elapsed, the insurer will be precluded from 
asserting the defense of
76. Stipulated exclusion from coverage of death due to airplane crashes 
where the insured is not a fare-paying passenger.
77. Material affirmative misrepresentation relating to the health of the 
insured.
78. Nonpayment of premium.
79. Innocent nondisclosures of fact.
80. Fraudulent impersonation of the applicant by a third party at the physi­
cal examination.
E. The beneficiary of a life insurance policy (which he did not purchase)
81. Must have an insurable interest at the time the policy was taken out.
82. Does not have a vested interest in the policy even if the policy is silent 
regarding the insured’s right to change the beneficiary.
83. Is the owner of the policy.
84. Is a mere incidental beneficiary.
85. Will not recover from the insurance company if he intentionally caused 
the death of the insured.
F. An insurable interest must exist
86. At the time of death in the case of life insurance.
87. At the time the property is destroyed by fire in the case of fire in­
surance.
88. At the time of the taking out of the policy in the case of life insurance.
89. As a matter of public policy to prevent wagering on the lives and prop­
erty of others.
90. At the time of the taking out of the policy and at the time of destruc­
tion in the case of property insurance.
G. The following people could take out property insurance on a building:
91. A party who has a substantial economic interest in the property, 
although he is not its owner.
92. A life-tenant.
93. A mortgagee who holds a mortgage on the property.
94. A partner, even though the title to the property is in the partnership.
95. A general creditor holding a note payable, but only if the property 
in question is the debtor’s most valuable asset.
H. Property insurance normally protects the policy holder against
96. Destruction caused by an act of God.
97. The intentional and wilful destruction of the property by a third person.
98. The negligent destruction of the property by the insured.
99. Condemnation of the property by the state exercising its right of emi­
nent domain.
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100. The intentional and wilful destruction of the property by the insured.
I. A corporation has an insurable interest in
101. Property which it has purchased but which is held by the seller await­
ing shipping instructions.
102. The office building it owns.
103. The life of its independent auditor.
104. The life of the president of the United States.
105. The lives of all its shareholders if the corporation is listed on the 
New York Stock Exchange.
J. It is generally provided that
106. Life insurance policies are cancellable by either party on proper notice.
107. Life insurance policies are nonassignable.
108. A fire insurance policy is automatically transferred to the purchaser 
of the property insured.
109. Unless the insurer assents, property insurance policies are assignable 
only after destruction of the property.
110. Prompt notice of destruction must be given to the insurer as a condi­
tion precedent to recovery on a fire insurance policy.
K. The coinsurance clause in insurance policies
111. Is intended to compel the insured to insure his property to at least the 
extent of a certain percentage of fair value.
112. Is implied as a matter of law in marine insurance policies at 100% of 
fair value.
113. Is not applicable to total losses.
114. Is concerned primarily with how much two or more insurance com­
panies insuring the same piece of property will contribute to satisfy 
the insured’s claim.
115. Has no meaning in relation to life insurance policies.
L. In the event of a total destruction of property insured against loss by fire
116. The insured will receive the face or stated value if the policy is a 
valued policy.
117. An open policy will normally provide for the appointment of an ap­
praiser if the parties cannot agree to the fair market value.
118. The insured will normally have the right to demand replacement of the 
property in lieu of money.
119. The insured’s recovery, under an open policy, will be diminished by 
obsolescence.
120. The insurer will be subrogated to the insured’s rights against third 
persons upon payment of the claim.
Number 3 (Estimated time— 20 to 25 minutes)
Instructions
Each of the following numbered phrases or clauses states a legal conclusion
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as it completes the related lettered material. You are to determine whether each 
of the legal conclusions is true or false according to the general principles of 
agency law. Write on your answer sheet whether each conclusion is true or false. 
Your grade will be determined by deducting your total of incorrect answers from 
your total of correct answers; if you omit an answer it will not affect either total.
Questions to be Answered
A. An exclusive agency relationship has been granted to A by P for the sale of 
P’s automobile.
121. A is a special agent.
122. This relationship is an exclusive agency only if it is in writing.
123. If P sells the property himself he will be liable to A for the commission.
124. If P engages another agent who sells the property, P will be liable to A 
for the commission.
125. An exclusive agency and an exclusive right to sell have the same effect 
in imposing liability for commissions upon P for sales by other agents.
B. P hired A to deliver flowers to his customers. He provided A with a bicycle 
and instructed him to ride in the street and to avoid congested sidewalks.
126. If A disregards P’s instructions and injures a person through negligence 
while making a delivery, P will not be liable.
127. The doctrine by which liability is imposed upon the principal for torts 
of his agent is known as res ajudicata.
128. P will not be liable unless he was in some way negligent in hiring A.
129. If A, through his negligence, runs into a person while making a de­
livery, he will be entitled to indemnification from P if he (A) is sued 
and pays the judgment.
130. If A is injured through his own negligence while making a delivery, he 
will nevertheless be entitled to workmen’s compensation.
C. A (agent) and P (principal) have entered into a written agency relationship 
which, by its terms, states that it will be irrevocable for three years.
131. This agency is irrevocable if coupled with an interest.
132. A has the power to terminate the relationship at will; but if he does so, 
he will be liable for damages.
133. P does not have the legal power to terminate the agency relationship 
before the three years have expired.
134. If A refuses to perform after the first year, P will be able to obtain an 
order from an equity court compelling A to specifically perform.
135. If A disobeys P’s instructions, he can be dismissed without liability to 
P, despite the fact that the agency is intended to be irrevocable for 
three years.
D. An otherwise valid ratification of a contract by a principal
136. Cannot be made by the principal if he had never granted any authority 
to the party purporting to act as his agent.
137. Can be made by the principal only if the third party has not with­
drawn from the transaction prior to ratification.
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138. Can be made by a corporation which was not in existence at the time 
the contract was made on its behalf.
139. Will be invalid if the principal was undisclosed at the time of the 
making of the contract.
140. Will not bind the third party if the principal attempts to ratify only 
the parts of the contract which are favorable to him.
E. P has appointed A as his agent. A is twenty years old.
141. The agency relationship is voidable at the option of either party.
142. A may avoid liability on contracts which he makes for P but which are 
beyond the scope of his authority.
143. P may assert A’s infancy to avoid liability if the third party was aware 
of A’s infancy.
144. The third party may avoid liability on the contracts made with P 
through the infant agent.
145. If A makes a contract with a third person who is also a minor, all 
parties may treat the contract as voidable.
F. P has engaged A to act on his behalf but had instructed him not to disclose 
the fact that he is acting as an agent for another party. A deals with third 
parties as though he were making the contracts for himself.
146. Any contract made by A will be voidable at the option of the third 
party if he would not have made the contract with P on the same terms.
147. If P and A both refuse to perform, the third party, in electing to sue 
either A or P, will lose his rights against the other party.
148. If P and A both refuse to perform, the third party will lose his rights 
against one party only if he sues and collects from the other party.
149. A’s apparent authority will normally be greater if he is acting for an 
undisclosed principal rather than a disclosed principal.
150. An undisclosed principal will have no liability for the torts committed 
by his agents.
G. P engaged A as his agent. P died while A was on the road making contracts 
upon behalf of P. A had no knowledge of the death of P, nor did third 
parties with whom he dealt have any knowledge of P’s death.
151. P’s death frees him (or his estate) from liability on contracts made by 
A before P’s death.
152. A will be liable to third parties on the contracts made after P’s death.
153. The agency relationship and A’s authority to bind P to contracts con­
tinues until notice of death is received.
154. Since all parties acted in good faith none of them is bound on the 
contracts made after the death of P.
155. Assume P was an undisclosed principal, P (or his estate) will be liable 
on contracts made after his death.
H. As to third parties, an agency by estoppel
156. Can be imposed upon the principal even though there is in fact no 
agency relationship between the agent and principal.
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157. Will not be found to exist unless there has been a reasonable reliance 
by the third party upon the existence of the agency relationship.
158. Will be found to exist if the principal has misrepresented the existence 
of the agency relationship.
159. May be asserted by the principal against the third party where the con­
tract is one which he (the principal) wishes to impose against the 
third party.
160. Need not be in writing to be valid.
I. In general, notice given by a third party to the agent is notice to the principal
161. Only if it is given to an agent who is expressly authorized to receive it.
162. Unless the agent has an interest adverse to the principal and the third 
party is aware of this adverse interest.
163. If it is given to an agent for an undisclosed principal.
164. If the agent is apparently authorized to receive it.
165. Only if it is in writing, if the creation of the agency relationship itself 
was required to be in writing according to the Statute of Frauds.
J. A has been granted the authorization to manage a retail appliance store. His 
apparent authority would
166. Be circumscribed by a limitation upon such authority agreed to by the 
principal and agent but unknown to a third party.
167. Include selling the entire stock in trade of the store via a bulk sale.
168. Include the delegation of his duties to an equally competent third 
person.
169. Include signing a surety contract for one of the major suppliers.
170. Include the purchase of the building in which the store leases space.
K. A is P’s agent. A, without P’s authorization, makes certain fraudulent misrepre­
sentations to induce T to enter into a contract with P.
171. P may treat the contract with T as voidable if he wishes to do so.
172. If T sues A for fraud and collects a judgment, A will have the right of 
indemnity if he was acting within the scope of his employment, even 
though he was aware of his tortious conduct.
173. T may rescind the contract if he wishes to do so.
174. P will be liable for fraud if A was acting within the scope of his 
authority.
175. If P is sued for fraud and is held liable for the fraud of his wrong­
doing agent, he can recover in a separate action against the agent.
L. A certified public accountant
176. Is a servant-agent.
177. Is an independent contractor.
178. Owes a fiduciary duty to his clients.
179. May assert an agent’s lien upon the client’s stock in trade if the client 
refuses to pay for his services.
180. Will have an insurer’s liability in respect to any undiscovered defalca­
tions.
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SPECIAL NOTE TO CANDIDATES
As indicated in Information for CPA Candidates (p. 8), a knowledge of 
the Uniform Commercial Code is required for this and all subsequent 
examinations.
For this examination you may assume that your answer to Number 4 is 
the only one in which you need to apply your knowledge of the Uniform 
Commercial Code.
The Board of Examiners, AICPA
Number 4  (Estimated time— 20 to 25 minutes)
Dennis, a wholesale appliance dealer, had thirty-five dishwashers which he 
wished to sell. He telephoned William, a retailer, and offered him the entire lot at 
a most advantageous price. William recognized that it was a real bargain, but 
felt he could not handle that number alone. He, therefore, asked Dennis to give 
give him a ten-day option on the thirty-five dishwashers. William explained that 
in the meantime he would be arranging financing and storage and attempting 
to get another retailer to agree to take some of the dishwashers. Dennis said he 
would consider this request and that he would contact William again.
Having no other prospective buyer at the moment, Dennis decided to grant 
William’s request. He typed out the following option:
“I, Dennis, do hereby promise William that my offer to sell thirty-five (35) 
dishwashers (described below at the prices indicated) will be held open for 
ten days from this date (April 15, 1964) and will not be withdrawn prior to 
the expiration of such time.”
This statement was followed by a description of the dishwashers and the 
prices and was signed by Dennis. Dennis then sent this writing to William by 
mail and William received it the next day.
On April 16 Frank, another retailer, came to Dennis’ store and inquired 
about the dishwashers. He offered to buy them immediately.
Dennis sent William a revocation of the offer, telling him that he was going 
to sell the dishwashers to another party. This was received by William on 
April 20. William disregarded the revocation and on April 22 sent Dennis a 
letter accepting the offer. This letter was delayed in the mail and did not reach 
Dennis until April 30, 1964.
Required:
a. Is the option binding upon Dennis? Explain.
b. Assume for the sake of answering this part of the question that the option
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was binding. Was there a timely acceptance? Explain.
c. Assume for the sake of answering this part of the question that a contract
did arise for the purchase of the thirty-five dishwashers. Would William be 
entitled to the remedy of specific performance? Explain.
Number 5 (Estimated time—-25 to 30 minutes)
Part a. Arthur Able, a certified public accountant, desired to purchase a new 
adding machine. Several salesmen had approached him and spoken in glowing 
terms about their respective products. The S machine in particular caught Abie’s 
fancy, but he decided he would not make a decision without first having given 
the machine a fair trial. He, therefore, contacted the S Adding Machine Com­
pany and obtained a machine on approval. A ten-day trial period was agreed 
to by the parties.
During the third night of the trial period a thief forced the lock on the door 
of Abie’s office and stole the adding machine. The S Adding Machine Company sues 
Able for the price of the stolen adding machine.
Required:
1. Is Able liable? Explain.
2. If the theft had occurred while the goods were being returned to the seller, 
would Able be liable? Explain.
3. Explain two ways in which an acceptance of the adding machine in question 
would be deemed to have taken place even though Able never expressly noti­
fied the seller of his acceptance.
P art b. S offers to sell B an automobile. B insists on an inspection before pur­
chasing and S readily agrees to this. B spends several hours examining the 
automobile.
Required:
Explain the impact of a buyer’s inspection of the automobile upon his ex­
press and implied warranty protection.
Number 6 (Estim ated tim e— 25 to 30  minutes)
P art a. Peter is a certified public accountant and Frank is one of his clients. 
Frank was sued and Peter was called as a witness by the opposing party. After 
being sworn in, Peter was asked certain questions which related to confidential 
business matters of Frank which came to Peter’s attention in his professional 
accounting capacity. Frank’s attorney immediately objected to the questions, 
claiming that the admission of such evidence would be violative of the “privi­
leged communication” rule.
144 Examination Questions—May, 1964
Required:
1. Explain the meaning of the term privileged communication.
2. What is the policy factor which has led to the recognition of privileged 
communication as a valid reason for the exclusion of evidence.
3. Indicate the most common types of relationships that give rise to privi­
leged communication.
4. Based upon the attorney’s objection, what will the result be in the above 
fact situation according to the common law rule? Explain.
Part b. The AB&C accounting firm audited the books of account of the E Cor­
poration and gave an unqualified opinion on its financial statements. It was 
admitted by all parties concerned that the audit was made in good faith and 
was not a grossly negligent audit. However, it was at best a slovenly job, one 
which would be correctly categorized as a negligent audit.
The net worth on the balance sheet was incorrect to the extent of $300,000. 
This was due to fraudulent overvaluations of the assets and understatements of 
the liabilities by the Corporation. As a result of these inaccuracies, the Corpora­
tion appeared to have a net worth of $250,000 whereas, in fact, there was an 
excess of liabilities over assets of some $50,000.
The president of E Corporation used this balance sheet in persuading several 
creditors to lend $75,000 to the Corporation. The Corporation is now hopelessly 
insolvent, and the creditors seek to recover their losses from the AB&C accounting 
firm.
Required:
1. Will the AB&C accounting firm be liable for the losses to the creditors 
which were caused by the negligent audit? Explain. Discuss the underlying 
rationale for the rule.
2. If the AB&C accounting firm had been engaged by the creditors to make 
the audit, would your answer be different? Explain.
Number 7 (Estimated time— 20 to 25 minutes)
Charlie purchased a shipment of office equipment from a local wholesaler. 
He then placed the equipment in a public warehouse and obtained a negotiable 
warehouse receipt for it. He sold this warehouse receipt to Roger who took it 
in good faith in the ordinary course of business.
The wholesaler had innocently bought the equipment from a thief who had 
stolen it. The real owner has finally located the equipment and demands that it 
be returned to him.
Required:
a. As between Roger and the real owner, who will prevail? Explain.
b. Suppose Charlie still had the equipment in his possession and had never 
placed it in a warehouse, as between Charlie and the real owner who would 
prevail? Explain.
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c. If the equipment had not been stolen but had been obtained by fraud in 
the inducement, would this change your answer to question “b”? Explain.
d. Assume that the equipment had not been stolen. Assume further that 
Charlie endorsed the negotiable warehouse receipt in blank, that it was then 
stolen from him and sold by the thief to Roger, who purchased it in good faith 
in the ordinary course of business. Who would prevail, Roger or Charlie? Explain.
Number 8 (Estimated time— 20 to 25 minutes)
P art a. S, a member of the AB&S partnership, encountered personal financial 
difficulties as a result of an unexpected fall in stock prices. His bank called him 
on the phone and indicated that he would have to repay a part of his loan or 
pledge more collateral. The AB&S partnership is a trading partnership which 
deals in woolens. It had in its safe $10,000 worth of stocks which were pur­
chased as an investment during the off-season. The face of the certificates indi­
cated that the AB&S partnership was the owner.
S, feeling that the market would quickly rebound, took the stocks from the 
safe, signed the partnership name in blank in the appropriate place and signed 
his name beneath the partnership name as partner. He then turned the stock 
over to the bank as collateral. The stock market took another severe drop and 
the bank sold all the collateral. The bank realized exactly the amount that was 
due on the loan.
The other members of the AB&S partnership, upon learning of S’s activities, 
demanded that the bank replace the partnership’s securities.
Required:
1. Distinguish between a trading and nontrading partnership.
2. Why is the distinction important in partnership law? Explain.
3. As between the AB&S partnership and the bank, who will prevail? Explain.
Part b. Peter, a member of the Peter and Paul partnership, invested various 
sums of money in the partnership. On January 15, 1950 he initially invested 
$15,000 in the partnership as a contribution to capital. On January 15, 1957 he 
made an additional $10,000 contribution to capital. There was an agreement 
that this $10,000 would be returned to him in five years. On January 15, 1963 
he loaned the partnership $5,000.
Animosity having developed among the partners, Peter on January 15, 1964 
demanded that he be paid interest on the entire $30,000 which is still retained 
by the partnership.
Required:
Will Peter be entitled to interest on all or any part of the $30,000 in question? 
Explain.
EXAMINATION IN THEORY OF ACCOUNTS
May 15, 1964; 1:30 p.m. to 5 p.m.
All questions are required.
Number 1 (Estimated time— 20 to 25 minutes)
Part a. Expenditures may be divided into two general categories —  (1) capital 
expenditures and (2) revenue expenditures.
Required:
1. Distinguish between these two categories of expenditures and between 
their treatments in the accounts.
2. Discuss the impact on both present and future balance sheets and income 
statements of improperly distinguishing between capital and revenue expenditures.
3. What criteria do firms generally use in establishing a policy for classifying 
expenditures under these two general categories? Discuss.
Part b. Your client found three suitable sites, each having certain unique ad­
vantages, for a new plant facility. In order thoroughly to investigate the advantages 
and disadvantages of each site, one-year options were purchased for an amount 
equal to 5% of the contract price of each site. The costs of the options cannot be 
applied against the contracts. Before the options expired, one of the sites was 
purchased at the contract price of $60,000. The option on this site had cost 
$3,000. The two options not exercised had cost $3,500 each.
Required:
Present arguments in support of recording the cost of the land at each of the 
following amounts:
1. $60,000.
2. $63,000.
3. $70,000.
Number 2 (Estimated time— 20 to 25 minutes)
Financial statement analysis and interpretation is an integral part of the 
accounting function. Comparative financial position and operating statements 
are commonly used tools of analysis and interpretation.
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Required:
a. Discuss the inherent limitations of single-year statements for purposes of 
analysis and interpretation. Include in your discussion the extent to which these 
limitations are overcome by the use of comparative statements.
b. Comparative balance sheets and comparative income statements that show 
a firm’s financial history for each of the last ten years may be misleading. Dis­
cuss the factors or conditions that might contribute to misinterpretations. Include 
a discussion of the additional information and supplementary data that might be 
included in or provided with the statements to prevent misinterpretations.
Number 3 (Estimated tim e—25 to 30 minutes)
A popular analytical tool employed by financial analysts and other readers 
of financial statements is the computation of the amount of cash flow. To pro­
vide more meaningful cash flow information that cannot readily be obtained 
from the balance sheet and the statement of income and retained earnings, it 
has been suggested that a funds statement be provided along with the other 
financial statements. The title of the funds statement should be descriptive, such 
as “Statement of Source and Application of Funds” or “Summary of Changes 
in Financial Position.”
Required:
a. Define the term cash flow from an accounting standpoint.
b. Discuss each of the following statements:
1. Cash flow provides a more significant indication of the results of a 
company’s operations than does net income.
2. A large cash flow permits steady expansion and the regular payment 
of cash dividends.
c. Discuss the uses to which funds statements may be put by the readers of 
the statements.
Number 4  (Estimated time— 25 to 30 minutes)
On January 1, 1964 Darby Corporation received authorization to issue an 
additional 100,000 shares of no-par common stock with a stated value of $10 
per share. The stock was offered to subscribers at a subscription price of $50 
per share. Subscriptions were recorded by a debit to Subscriptions Receivable 
and a credit to Common Stock Subscribed and a paid-in capital account. Sub­
sequently a subscriber who had contracted to purchase 100 shares defaulted 
after paying 40% of the subscription price.
Required:
a. The method used by Darby Corporation for recording the default will 
depend upon the contractual or legal rights of the defaulting subscriber.
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Identify four methods of accounting at the time the default occurs for the 
amount paid in prior to the default. Present a journal entry for each method to 
show how the default would be recorded.
b. Although under most circumstances subscriptions receivable are tradi­
tionally regarded as an asset, the theoretical propriety of this treatment has been 
questioned. The alternative is to treat them as a contra to stockholders’ equity.
1. Discuss and justify the traditional treatment of subscriptions receivable.
2. Present arguments which question the theoretical propriety of the tradi­
tional treatment, and, instead, lend support to the view that subscriptions 
receivable should be treated as a contra to stockholders’ equity.
Number 5 (Estimated time——25 to 30 minutes)
Part a. In order to manufacture and sell its products a company must invest in 
inventories, plant and equipment, and other operating assets. In addition, a 
manufacturing company often finds it desirable or necessary to invest a portion 
of its available resources, either directly or through the operation of special 
funds, in stocks, bonds and other securities.
Required:
1. List the reasons why a manufacturing company might invest funds in 
stocks, bonds and other securities.
2. What are the criteria for classifying investments as current or noncurrent 
assets?
Part b. Because of favorable market prices the trustee of Walker Company’s 
bond sinking fund invested the current year’s contribution to the fund in the 
Company’s own bonds. The bonds are being held in the fund without cancella­
tion. The fund also includes cash and securities of other companies.
Required:
Describe three methods of classifying the bond sinking fund on the balance 
sheet of Walker Company. Include a discussion of the propriety of each method.
Number 6 (Estimated time— 25 to 35 minutes)
Standard costing procedures are widely used in manufacturing operations and, 
more recently, have become common in many nonmanufacturing operations.
Required:
a. Define standard costs. Distinguish between basic and current standards.
b. What are the advantages of a standard cost system?
c. Present arguments in support of each of the following three methods of 
treating standard cost variances for purposes of financial reporting:
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1. They may be carried as deferred charges or credits on the balance sheet.
2. They may appear as charges or credits on the income statement.
3. They may be allocated between inventories and cost of goods sold.
Number 7 (Estimated time— 25 to 35 minutes)
Accountants generally follow “the lower of cost or market” basis of inventory 
valuations.
Required:
a. Define “cost” as applied to the valuation of inventories.
b. Define “market” as applied to the valuation of inventories.
c. Why are inventories valued at the lower of_ cost or market? Discuss.
d. List the arguments against the use of the lower of cost or market method 
of valuing inventories.
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EXAMINATION IN ACCOUNTING PRACTICE— PART 1
November 4, 1964; 1:30 to 6:00  p.m.
All problems are required.
Number 1 (Estimated time— 35 to 40 minutes)
Instructions
On a separate answer sheet write the letter of your answer choice. The answers 
should be selected in accordance with the current (1964) Internal Revenue Code 
and Regulations. Select only one answer for each question.
An example of the manner in which the questions should be answered is shown 
in the following illustration:
Question
XX In 1964 Gloria Corporation will have a net income of $10,000 
before provision for income taxes. Included in the net income will 
be $50 interest earned by a savings account and $150 interest paid 
on Middletown School Bonds. Gloria Corporation’s 1964 taxable 
income will be
a. $ 9,800.
b. $ 9,850.
c. $ 9,950.
d. $10,000.
e. None of the above.
Answer Sheet
X X  b.
Questions to be Answered
1. A requirement for filing consolidated tax returns is that the common parent 
corporation own directly a minimum percentage of all classes of the voting stock 
of the other includable corporations. The minimum percentage is.
a. 51%.
b. 66⅔ %.
c. 80% .
d. 98%.
e. None of the above.
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2. John Blake, an employee of Hugo Corporation, retired on December 31, 
1963. During 1964 he will receive $2,000 from a qualified employees’ pension trust 
established by Hugo Corporation. During his period of employment Blake had 
contributed $5,000 to the fund and Hugo Corporation had contributed $15,000. 
His life expectancy when he retired was 10 years.
For 1964 Hugo Corporation may claim for Blake’s pension a business expense of
a. $ 150.
b. $ 200.
c. $1,500.
d. $2,000.
e. None of the above.
3. Alpha Corporation’s outstanding stock is owned by five individuals and all 
of its gross income is in the form of dividends, interest and net gains from securities 
and commodities transactions. All income, net of taxes, is reinvested for the benefit 
of the stockholders.
Alpha Corporation is
a. A personal holding company.
b. An investment club.
c. A regulated investment company.
d. A Section 501 Corporation.
e. None of the above.
4. On June 2, 1964 Hera Corporation sold 200 shares of Emmer Corporation 
stock for $10,500. The stock had been purchased on November 1, 1963 for 
$12,000 as a temporary investment. Hera Corporation will have no other gains or 
losses from the sale of capital assets in 1964 and has no capital loss carryover.
For 1964 Hera Corporation’s taxable income will be reduced on account of 
the loss by
a. -0-. (No reduction.)
b. A $750 long-term capital loss.
c. A $1,000 long-term capital loss.
d. A $1,500 long-term capital loss.
e. None of the above.
5. Janet Mfg. Corporation purchased a new production machine for $8,000 on 
March 1, 1964 and a used production machine for $6,000 on August 1, 1964. 
Both machines were purchased from nonaff iliated companies. The Corporation 
has consistently depreciated its machinery by the straight-line method and has 
claimed six months’ depreciation in the year of the asset’s acquisition. Both ma­
chines have 10-year estimated lives.
Janet Mfg. Corporation’s estimated income tax liability for 1964 is $20,000 
before computation of the investment credit. For 1964 Janet Mfg. Corporation 
may claim an investment credit of
a. $280.
b. $490.
c. $560.
d. $980.
e. None of the above.
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6. During 1964, its first year of existence, Kay Mfg. Corporation made the fol­
lowing contributions:
$100—American Cancer Society 
$ 25— American Legion 
$ 75—Boy Scouts of America
In addition, merchandise with a fair market value of $400 was donated to various 
local church fairs for prizes. Kay’s cost to manufacture the merchandise was 
$300. Kay’s taxable income for 1964 will be $9,000 before deducting the contri­
butions and the cost of manufacturing the donated merchandise.
For 1964 Kay Mfg. Corporation’s deduction for contributions will be
a. $200.
b. $450.
c. $500.
d. $600.
e. None of the above.
7. Lore Corporation had assets of $60,000 and liabilities of $75,000 and was 
insolvent. By agreement with its creditors on July 1, 1964 the liabilities were re­
duced to $50,000. None of the indebtedness is related to the purchase of property. 
For 1964 Lore Corporation would consider the settlement as
a. Income of $10,000.
b. Income of $15,000.
c. Income of $25,000.
d. A capital contribution of $25,000.
e. None of the above.
8. A Corporation engaged in retail trade had a net operating loss in 1964. 
Under the provisions of the Internal Revenue Code this net operating loss may be 
absorbed by a
a. Carryback of 2 years and a carryover of 5 years.
b. Carryback of 3 years and a carryover of 5 years.
c. Carryback of 5 years and a carryover of 3 years.
d. Carryback of 3 years and a carryover of 3 years.
e. None of the above.
9. Marta Corporation changed its accounting period and is required to file a 
tax return for the six months ended June 30, 1964. Its taxable income for this six 
month period is $20,000.
On an annual basis corporate income tax rates are 22% on all taxable income 
up to $25,000, and 50% on all taxable income over $25,000.
M arta Corporation’s income tax liability for the six months ended June 30, 
1964 is
a. $3,000.
b. $5,000.
c. $5,500.
d. $6,500.
e. None of the above.
10. During 1964 Norma Corporation contracted to have a general warehouse 
constructed for $400,000. The warehouse was completed on October 1, 1964 and
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immediately put into use. Norma Corporation’s tax liability for 1964 before appli­
cation of an investment credit will be $30,000. No other fixed assets will have 
been purchased in 1964. For 1964 Norma Corporation can deduct an investment 
credit of
a. $ 2,100.
b. $ 7,000.
c. $26,250.
d. $28,000.
e. None of the above.
11. Olive Mfg. Corporation purchased the assets of another company for a 
lump sum at a price approximately 50% of their book value. The allocated ac­
quisition cost of the inventory was considerably lower than its replacement cost. 
The payment of income taxes on the “paper inventory profits” can be deferred 
until such time as the inventories are wholly or partially liquidated by the adoption 
of the following method of inventory valuation:
a. Base stock.
b. Direct costing.
c. Retail inventory.
d. Dollar-value LIFO.
e. None of the above.
12. Paula Corporation’s only purchase of fixed assets in 1964 was a new pro­
duction machine on May 1 for $10,000. The machine has an estimated life of 
10 years and a salvage value of $500. Paula Corporation uses the double-declining 
balance method of computing depreciation and has consistently claimed one-half 
year’s depreciation in the year of the asset’s acquisition. The Corporation elected 
not to take the 20% additional first year’s depreciation.
Paula Corporation’s tax liability for 1964 will be about $5,000 before application 
of the investment credit but after application of a $6,000 operating loss deduction. 
For 1964 Paula Corporation, which files on a calendar year basis, would claim 
depreciation on the new production machine of
a. $ 475.
b. $ 880.
c. $ 930.
d. $1,000.
e. None of the above.
13. Queen Manufacturing Corporation began doing business in 1964 and will 
have income per books of $30,000 before provision for federal income taxes. In­
cluded as income are dividends of $1,000 received from U. S. corporations en­
gaged in manufacturing which are not in the same affiliated group. Included as 
an expense is a $950 provision for doubtful accounts recorded at year end. Un­
collectible accounts of $450 were written off during the year by direct charge-offs.
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The Corporation elected to use the reserve method of accounting for bad debts 
for tax purposes.
Queen Manufacturing Corporation’s taxable income for 1964 will be
a. $28,550.
b. $28,700.
c. $29,150.
d. $29,550.
e. None of the above.
14. The Rose Construction Company purchased a new Dirtshover tractor in 
1962 for $12,000. On July 1, 1964 when the adjusted basis of the Dirtshover was 
$7,700 it was traded in for a Hillmover tractor. The invoice price of the Hillmover 
was $19,300. An allowance of $6,000 was made for the Dirtshover on the trade-in. 
The useful life of the Hillmover is five years.
The adjusted basis of the Hillmover is
a. $19,530.
b. $20,020.
c. $20,510.
d. $21,000.
e. None of the above.
15. For 1964 the Sallee Corporation will have taxable income of $90,000 
comprised of $60,000 derived from operations and $30,000 from long-term capital 
gains. During 1964 $48,000 of the income derived from operations was distributed 
to the Corporation’s ten stockholders, each of whom owned 10% of the capital 
stock.
The Sallee Corporation has made proper and approved election under Sub- 
chapter S of the Internal Revenue Code to be treated as a “tax-option” corpora­
tion. For 1964 each stockholder will report as his share of the corporation’s tax­
able income:
a. Ordinary income of $4,800.
b. Ordinary income of $3,600 and a long-term capital gain of $1,200.
c. Ordinary income of $6,000 and a long-term capital gain of $3,000.
d. Ordinary income of $9,000.
e. None of the above.
16. The Tina Mining Corporation mines mineral deposits that were acquired 
in 1950 for $400,000. For 1964 the Corporation will have gross income of 
$300,000 and taxable income of $130,000 from its mining operations before claim­
ing any depletion. In prior years percentage depletion totaling $375,000 was 
claimed and allowed. The percentage depletion rate for the mineral is 23% .
For 1964 The Tina Mining Corporation can claim percentage depletion of
a. $25,000.
b. $29,900.
c. $65,000.
d. $69,000.
e. None of the above.
17. The Ulla Corporation began a research program in 1964 and incurred
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experimental costs of $51,000 in the development of a new process. The Corpora­
tion’s taxable income in 1964 before deducting the research and experimental costs 
will be $40,000.
The largest deduction that The Ulla Corporation can claim on its 1964 tax 
return for research and experimental costs is
a. $ 3,000.
b. $10,200.
c. $40,000.
d. $51,000.
e. None of the above.
18. During the 1964 holiday season Velia Corporation will give business gifts 
to 12 customers. The values of the gifts, which will not be of an advertising nature, 
will be as follows: 4 @ $50 each, 4 @ $30 each, and 4 @ $20 each.
For 1964 Velia Corporation may claim for these gifts a business expense of
a. $273.
b. $280.
c. $300.
d. $400.
e. None of the above.
19. During 1964 Wilma Corporation paid the following education expenses 
for its employees. The education was not required of the employees nor will their 
future promotions or salary adjustments be determined by the amount of edu­
cational work undertaken.
Tuition $15,000
Textbooks 1,000
Travel 1,500
Laboratory fees, etc. 500
Total $18,000
For 1964 Wilma Corporation can claim a deduction for these expenses in the 
amount of
a. -0-.
b. $16,500.
c. $17,000 plus depreciation of $100.
d. $18,000.
e. None of the above.
20. The Xanthippe Corporation began doing business on September 1, 1964. 
During 1964 organizational expenditures of $1,200 were made in the process of 
the creation of the Corporation. The Corporation will report on a calendar-year 
basis.
For 1964 The Xanthippe Corporation can claim a deduction for organizational 
expenses of
a. $ 80.
b. $ 300.
c. $ 400.
d. $1,200.
e. None of the above.
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Number 2 (Estimated time— 40 to 50 minutes)
The Skelton Fuel Company was incorporated on July 1, 1962 and purchased 
a going business from a proprietor who wished to retire. The Company sells fuel 
oil and services home heating plants. The Company’s fiscal year ends on June 30; 
its financial statements, as prepared by the bookkeeper from the books, appear 
below:
The Skelton Fuel Company
BALANCE SHEET 
June 30, 1964 and 1963
Assets 1964 1963
Current assets
Cash ................................................................................... $ 1,500 $ 10,300
Accounts receivable ......................................................... 24,000 13,000
Inventory, fuel oil ........................................................... 7,000 3,600
Inventory, repair p a r ts ..................................................... 1,000 6,000
Other ................................................................................... 500 700
Total current assets ................................................. 34,000 33,600
Fixed assets
Land ................................................................................... 20,000 20,000
Building and equipm ent................................................... 64,500 62,000
Accumulated depreciation ............................................... (6,400) (3,100)
Total fixed assets ..................................................... 78,100 78,900
Total assets ....................................................... $112,100 $112,500
Liabilities and Stockholders’ Equity
Current liabilities
Accounts payable .............................................................. $ 4,300 $ 8,000
Other accruals .................................................................. 14,500 24,000
Total current liabilities .......................................... 18,800 32,000
Stockholders’ equity
Capital s to c k ...................................................................... 70,000 70,000
Retained earn ings.............................................................. 23,300 10,500
Total stockholders’ equity ...................................... 93,300 80,500
Total liabilities and stockholders’ equity . . . . $112,100 $112,500
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The Skelton Fuel Company 
INCOME STATEMENT 
For the Years Ended June 30, 1964 and 1963
1964 1963
Fuel oil sales:
Regular .............................................................. ............... $ 97,000 $ 88,000
Budget plan ..................................................... ............... 87,000 70,000
Burner service and repairs ................................ ............... 14,000 20,000
Total revenues ........................................ ............... 198,000 178,000
Cost of sales:
Fuel oil delivered............................................. ............... 110,000 101,000
Burner parts and supp lies.............................. ............... 7,000 2,500
Wages ................................................................ ............. 23,000 22,100
Depreciation ..................................................... ............... 3,300 3,100
Truck and other expenses.............................. ............... 6,900 5,800
Total cost of sales .................................. ............... 150,200 134,500
Gross profit .................................... ............... 47,800 43,500
Selling and administrative expenses................... ............... 35,000 33,000
Net in co m e....................................................... ............... $ 12,800 $ 10,500
The Company’s first examination by a CPA was at June 30, 1964. His audit 
disclosed the following information:
1. In July 1962 the Company established a budget payment plan, and almost 
half of the fuel oil sales are on this budget plan basis. Budget plan customers 
make equal monthly payments for the ten months ending June 30. In July the 
amount of over- or underpayment is determined and these customers are billed or 
receive refunds for the difference between the sum of the monthly payments and 
the total charges for fuel. In July 1963 the net difference was determined to be 
$3,800 including refunds of $1,200. The July 1964 net difference was $5,400 
including refunds of $1,600.
2. Memorandum records of the accounts receivable are kept. The balance of 
receivables (which does not include the net difference mentioned in item “1” 
above) is entered on the books at year end and credited to revenues. At the 
beginning of each year a reversing entry is made. During the year revenues are 
recorded only as they are received in cash. At June 30, 1963 $2,000 of receivables 
from regular fuel oil sales were omitted from the records in error.
3. Of the receivables at June 30, 1963, $900 of the receivables from regular 
fuel oil sales proved eventually to be uncollectible and were then written off as an 
administrative expense. Management expects the same experience on regular fuel 
oil sales for the current year.
4. Annual service contracts are sold for $22 each covering labor charges on 
all service or repair calls during the year and an annual inspection and cleaning of 
the burner. All contracts commence on January 1. Almost all repair calls occur 
between September 1 and June 30, and the number of calls remains virtually 
stable month to month during this period. Inspection and cleaning service calls are 
scheduled for contract holders in the months of July and August; the charge for 
similar cleaning service to customers who do not. have contracts is $12. The Com­
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pany had 200 service contracts in the calendar year 1963 and 300 such contracts 
in 1964.
5.  The fuel oil inventory is recorded on the books at year end and credited to 
the Fuel Oil Delivered account; the entry is reversed in the following year. The 
fuel oil inventory at June 30, 1963 was understated by $1,300.
The inventory of repair parts is recorded in a similar manner and credited to 
the Burner Service and Repairs account. The Company overlooked the $500 
inventory of spare parts carried in the repair trucks at June 30, 1964.
Required: (Disregard income taxes)
a. Prepare a schedule computing the corrected income per books for 1964 and 
1963. The first items on your schedule should be the amounts of the uncorrected 
income per books.
b. Management wants corrected financial statements for the prior year, 1963. 
Prepare the auditor’s worksheet entry to correct the 1963 financial statements. 
(Do not prepare the financial statements.)
c. Prepare the journal entries to correct the books at June 30, 1964. The books 
have not been closed.
Number 3 (Estimated time— 50 to 60 minutes)
The trial balances of the home office and branch office of The Azure Company 
appear below:
The Azure Company 
TRIAL BALANCE
For the Year Ended December 31, 1963
Debits
Cash ..............................
Inventory—Home . . . . 
Inventory—Branch . . . .
Sundry assets ...............
Branch current account
Purchases .....................
Purchases from Home . 
Freight in from Home . 
Sundry expenses...........
Credits
Home
$ 17,000 
23,000
200,000
60,000
190,000
42,000
$532,000
Branch 
$ 200
11,550
48,450
105,000
5,500
24,300
$195,000
$ 3,500 
51,500 
140,000
Sundry liabilities .............................................................. $ 35,000
Home current acco u n t.....................................................
Sales ...................................................................................  155,000
Sales to B ran ch ..................................................................  110,000
Allowance for mark-up in Branch inventory ............. 1,000
Capital stock ....................................................................  200,000
Retained earnings ...........................................................  31,000
$532,000
The audit at December 31, 1963 disclosed the following:
1. The Branch Office deposits all cash receipts in a local bank for the ac-
$195,000
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count of the Home Office. The audit worksheet for the cash cut-off revealed:
Amount Deposited by Branch Recorded by Home Office
December 31, 1963 
January 2, 1964
$1,050 December 27, 1963
$1,100 December 30, 1963
$ 600 December 31, 1963 January 3, 1964
$ 300 January 2, 1964 January 6, 1964
2. The Branch Office pays expenses incurred locally from an imprest bank 
account that is maintained with a balance of $2,000. Checks are drawn once a 
week on this imprest account and the Home Office is notified of the amount 
needed to replenish the account. At December 31 an $1,800 reimbursement 
check was mailed to the Branch Office.
3. The Branch Office receives all of its goods from the Home Office. The 
Home Office bills the goods at cost plus a mark-up of 10% of cost. At December 
31 a shipment with a billing value of $5,000 was in transit to the Branch. Freight 
costs are typically 5% of billed values. Freight costs are considered to be in­
ventoriable costs.
4. The trial balance opening inventories are shown at their respective costs 
to the Home Office and to the Branch Office. The inventories at December 31, 
excluding the shipment in transit, are
Home Office, at c o s t ............................................................................... $30,000
Branch Office, at billing value .............................................................  $10,400
Required: (Disregard income taxes)
Prepare a columnar worksheet for The Azure Company and its branch with 
columns for “Trial Balance,” “Adjustments and Eliminations,” “Home Income 
Statement,” “Branch Income Statement,” and “Combined Balance Sheet.” The 
Branch income statement should be prepared on the basis of Home cost. (Formal 
journal entries are not required. Supporting computations must be in good form.) 
Number your worksheet adjusting and eliminating entries.
Number 4  (Estimated time— 50 to 60 minutes)
The Standard Mercantile Corporation is a wholesaler and ends its fiscal
year on December 31. As the Company’s CPA you have been requested in early 
January 1964 to assist in the preparation of a cash forecast. The following in­
formation is available regarding the Company’s operations:
1. Management believes the 1963 sales pattern is a reasonable estimate of
1964 sales. Sales in 1963 were as follows:
January ................................ ........... $ 360,000
February .............................. ........... 420,000
March .................................. ........... 600,000
April .................................... ........... 540,000
May ...................................... ........... 480,000
J u n e ...................................... ........... 400,000
July ...................................... ........... 350,000
August .................................. ........... 550,000
September ........................... 500,000
October ................................ ........... 400,000
November .......................... ........... 600,000
December ........................... ........... 800,000
Total .......................... ........... $6,000,000
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2. The accounts receivable at December 31 total $380,000. Sales collections
are generally made as follows:
During month of sale .............................. 60%
In first subsequent month .......................  30%
In second subsequent m o n th ...................  9%
Uncollectible ............................................... 1%
3. The purchase cost of goods averages 60% of selling price. The cost of the 
inventory on hand at December 31 is $840,000 of which $30,000 is obsolete. 
Arrangements have been made to sell the obsolete inventory in January at half 
of the normal selling price on a C.O.D. basis.
The Company wishes to maintain the inventory as of the 1st of each month at 
a level of three months sales as determined by the sales forecast for the next three 
months. All purchases are paid for on the 10th of the following month. Accounts 
payable for purchases at December 31 total $370,000.
4. Recurring fixed expenses amount to $120,000 per month including depre­
ciation of $20,000. For accounting purposes the Company apportions the re­
curring fixed expenses to the various months in the same proportion as that 
month’s estimated sales bears to the estimated total annual sales. Variable ex­
penses amount to 10% of sales. Payments for expenses are made as follows:
During Month Following
Incurred Month
Fixed expenses .......................................................  55% 45%
Variable expenses .................................................  70% 30%
5. Annual property taxes amount to $50,000 and are paid in equal install­
ments on December 31 and March 31. The property taxes are in addition to the 
expenses in item “4” above.
6. It is anticipated that cash dividends of $20,000 will be paid each quarter 
on the 15th day of the 3rd month of the quarter.
7. During the winter unusual advertising costs will be incurred which will re­
quire cash payments of $10,000 in February and $15,000 in March. The adver­
tising costs are in addition to the expenses in item “4” above.
8. Equipment replacements are made at the rate of $3,000 per month. The 
equipment has an average estimated life of six years.
9. The Company’s income tax for 1963 is $230,000. A Declaration of Esti­
mated Income Tax was filed for 1963. The Declaration estimated the Company’s 
total 1963 tax as $210,000 and payments were made as prescribed by income tax 
regulations. The balance of the tax due will be paid in equal installments.
For 1964 the Company will file a Declaration estimating the total tax as 
$220,000.
10. At December 31, 1963 the Company had a bank loan with an unpaid 
balance of $280,000. The loan requires a principal payment of $20,000 on the 
last day of each month plus interest at ½ % per month on the unpaid balance at 
the first of the month. The entire balance is due on March 31, 1964.
11. The cash balance at December 31, 1963 is $100,000.
12. The client understands that the ethical considerations involved in preparing 
the following statement will be taken care of by your letter accompanying the state­
ment. (Do not prepare the letter.)
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Required:
Prepare a cash forecast statement by months for the first three months of 1964 
for the Standard Mercantile Corporation. The statement should show the amount 
of cash on hand (or deficiency of cash) at the end of each month. All computa­
tions and supporting schedules should be presented in good form.
Number 5 (Estimated time— 50 to 60 minutes)
The Du-Rite Corporation was established in 1963 and manufactures a single 
product which passes through several departments. The Company has a standard 
cost system. The Company’s inventories at standard cost are as follows:
December 31, 1963
Raw m ateria l............................................................................................ —0—
Work-in-process:
Material .............................................................................................. $ 75,000
Labor .................................................................................................. 7,500
Overhead ............................................................................................ 15,000
Total ..........................................................................................   97,500
Finished goods:
Material .............................................................................................. 60,000
Labor ..................................................................................................  20,000
Overhead ............................................................................................ 40,000
Total .......................................................................................... 120,000
Total inventories...................................................................................  $217,500
The Company’s preliminary income statement for the year ended December 31, 
1963, prior to any year-end inventory adjustments, follows:
Sales ...............................................................................  $900,000
Cost of goods sold:
Standard cost of goods sold:
M ateria l......................................................................  $300,000
Labor..............................................................................  100,000
O verhead ........................................................................ 200,000
Total ...................................................................... 600,000
Variances:
M ateria l...........................................................................  25,400
L a b o r ...............................................................................  25,500
Overabsorbed overhead ..............................................  (16,500)
Total ....................................................................... 34,400 634,400
Gross p ro fit................................................................ 265,600
Selling expenses:
Salaries ........................................................................... 28,000
Commissions ..................................................................  72,000
Shipping expense .......................................................... 18,000
Other ............................................................................... 7,000
Total ......................................................................  125,000
General and administrative expenses.............................. 50,000 175,000
Profit from operations ................................................. 90,600
Other income:
Purchase discounts.......................................................  8,000
Scrap sa le s ......................................................................  9,000 17,000
Net income before ta x e s .................................................  $107,600
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All purchase discounts were earned on the purchase of raw materials. The 
Company has included a scrap allowance in the cost standards; the scrap sold 
cannot be traced to any particular operation or department.
Required:
a. Prepare a schedule computing the actual cost of goods manufactured. The 
schedule should provide for a separation of costs into material, labor and over­
head costs.
b. Prepare a schedule comparing the computation of ending inventories at 
standard cost and at actual cost. The schedule should provide for a separation 
of costs into material, labor and overhead costs.
c. Without prejudice to your solution to “b,” assume that the finished goods 
inventory was composed of 1,000 units with a cost of $180 each. The current 
market price for the product is $250. The Company, however, has an old contract 
to sell 200 units at $175 each. The normal gross profit rate is 33 1/3% of cost. 
The shipping expense for the old contract will be $5 per unit; the sales com­
mission is 8% of the sale.
Prepare a schedule to adjust the finished goods inventory to the lower of cost 
or market.
EXAMINATION IN ACCOUNTING PRACTICE— PART II 
November 5, 1964; 1:30 to 6:00  p.m.
GROUP I
Solve all problems in  this group.
Number 1 (Estimated time— 35 to 40  minutes)
Instructions
On a separate answer sheet write the letter of your answer choice. The answers 
should be selected in accordance with the current (1964) Internal Revenue Code 
and Regulations. Select only one answer for each question.
The following information pertains to John Brown, who is employed by The 
Clairemont Manufacturing Corporation as a salesman, and his wife, Irma. John 
Brown is also the proprietor of The Brown Manufacturing Company which em­
ploys two people and employs his wife, Irma, as bookkeeper. The Browns intend 
to file a joint tax return on the cash basis.
1. Mr. Brown was paid a salary of $10,400 by The Clairemont Manufacturing 
Corporation and received two weeks vacation. In July a bone in his foot was frac­
tured while he was playing golf on Sunday. He was not hospitalized but he was 
unable to return to work for 8 working days. His salary was continued at its regu­
lar rate under his employer’s wage continuation plan. Brown’s normal work week 
is 5 days.
Mr. Brown should claim “sick pay” of
a. $ 60.
b. $120.
c. $160.
d. $320.
e. None of the above.
2. The Browns are under 65 and of good vision. They have two sons, 4 and 
19. The 19-year old is a full time student at State University, earned $800 during 
the year, and received a scholarship valued at $1,200. The Browns furnished 
$1,500 for his support.
The Browns also contributed $1,000 to the support of Mrs. Brown’s widowed 
mother, Mrs. Grey, who is 70, blind, and lived in her own house with a house­
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keeper. Mrs. Grey’s personal income of $1,300, which included Social Security 
benefits of $800, was expended in maintaining her home.
The Browns should claim exemptions totaling
a. $1,800.
b. $2,400.
c. $3,000.
d. $3,600.
e. None of the above.
3. Mr. and Mrs. Brown made the following cash contributions: Community 
Chest, $100; Boy Scouts, $50; Community Church, $250. Mr. Brown was a 
member of the local Boy Scout committee and devoted to the committee about 
40 hours of his time which he valued at $5 per hour. He also incurred car ex­
penses of $25 in his Boy Scout activities. Mrs. Brown gave one pint of blood to 
the local blood bank which was paying professional donors $35 per pint. Subject 
to the percentage of taxable income limitation a deduction should be claimed for 
charitable contributions of
a. $425.
b. $460.
c. $625.
d. $660.
e. None of the above.
4. The Browns paid the following interest charges: Mortgage on home, $500; 
department store charge accounts, $10; personal loan, proceeds of which were 
used to purchase tax-exempt bonds, $200.
In addition $5,000 was borrowed from a bank on September 1, 1964 for 
financing The Brown Manufacturing Company. Interest of $300 was deducted in 
advance. The loan is being repaid in 12 equal monthly installments.
In itemizing their deductions, the Browns should claim an interest expense de­
duction of
a. $ 510.
b. $ 610.
c. $ 810.
d. $1,010.
e. None of the above.
5. The following taxes were paid by the Browns: Real estate taxes on their 
home, $600; state income taxes, $700; city sales tax, $50; state sales taxes of $10 
paid while on vacation to states other than the state in which they resided; state 
gasoline tax (personal use of automobile), $30; dog licenses, $20; and real estate 
taxes on the home of Mrs. George Brown, mother of Mr. Brown, $450.
In itemizing their deductions the Browns should claim a deduction of taxes of
a. $1,380.
b. $1,390.
c. $1,410.
d. $1,860.
e. None of the above.
6. Medical expenses paid by the Browns included the following: Hospitaliza­
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tion insurance, $100; Dr. Kuttemdeeper, $350; use of their personal car for semi­
weekly trips to doctor’s office for therapeutic treatments, $50; hospital fees and 
services, $170 (of which $90 was reimbursed under the hospitalization insurance 
coverage); and $60 for laboratory X-rays that disclosed no evidence of disease.
In itemizing their deductions and before application of any limitations the 
Browns should list other medical expenses of
a. $530.
b. $640.
c. $670.
d. $730.
e. None of the above.
7. With regard to item “6” above, the deduction allowable is determined by 
the application of a percentage limitation based on the Browns’ total adjusted gross 
income. The percentage limitation applicable to medical expenses after the ap­
plication of the limitation on medicine and drugs is
a. 1%.
b. 2% .
c. 3% .
d. 5% .
e. None of the above.
8. Mrs. Brown’s faulty driving caused damages of $1,350 to the family car; 
the insurance company paid $1,200 towards the damages (the amount of the in­
surance policy premium was $90). The Browns also lost several ornamental trees 
on their property as the result of a disease. The landscaper who had been treating 
the trees for several seasons at an annual cost of $100 said that the trees were 
worth at least $500.
In itemizing their deductions and before application of any limitations the 
Browns should list casualty losses of
a. $ 50.
b. $150.
c. $650.
d. $740.
e. None of the above.
9. With regard to the casualty losses in “8” above, the Browns are limited in 
the amount of their 1964 deduction to
a. $1,000 and no privilege of a carryback or carryforward.
b. $1,000 and the privilege of a carryback of 3 years and a carryforward of 
5 years for the excess.
c. The amount in excess of 4% of adjusted gross income.
d. The amount in excess of 5% of adjusted gross income.
e. None of the above.
10. To permit Mrs. Brown to be gainfully employed supervising The Brown 
Manufacturing Company’s daily activity, a woman was paid to take care of their 
4-year-old child. The woman was paid $1,400 for the year and devoted about
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one half of her time to general housework. After application of limitations, if any, 
a deduction should be claimed for child care expenses of
a. $ 200.
b. $ 600.
c. $ 700.
d. $1,400.
e. None of the above.
11. The following dividend income was received in U. S. dollars by the 
Browns during 1964:
Ball Motors ....................................................................  $120
Carol Corp............................................................................  60
Quebec Minerals ................................................................ 85
Orange Electric ..................................................................  40
Total cash received .................................................  $305
The Carol Corporation had a net accumulated operating deficit at December 
31, 1963. Of the $60 dividend received from Carol, $10 is out of 1964 earnings. 
The Quebec Minerals dividend is net of 15% Canadian withholding tax. The 
average exchange rate on Canadian currency was 95¢ for each U.S. dollar.
The Browns should report dividend income, before dividend exclusion, of
a. $270.
b. $305.
c. $315.
d. $320.
e. None of the above.
12. Refer to item “ 11” above. John Brown owns the Ball Motors and Carol 
Corp. stock. Irma Brown owns the other two stocks. In connection with their 
dividend income, they are entitled to a dividend exclusion of
a. $ 50.
b. $100.
c. $140.
d. $200.
e. None of the above.
13. On February 1 Brown purchased a $1,000 3% bond of the Rio Valley 
Railroad for $700 “flat” ; that is, unpaid interest which was in default and prin­
cipal were included in the purchase price. On November 1 Brown received a pay­
ment of $150, $60 of which was interest for the current year and $90 was pay­
ment for the full amount of interest in arrears. Brown should report
a. Interest income of $60.
b. Interest income of $150.
c. Interest income of $60 and a short-term capital gain of $90.
d. Interest income of $60 and a long-term capital gain of $90.
e. None of the above.
14. The Browns had the following income:
$100—Interest on City Savings Bank account.
$150—Dividends recorded in West Coast Savings and Loan Association 
passbook.
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$250—Interest paid on City of Augusta sewer bonds.
$ 75—Interest paid on mortgage bonds of the Goodwill School for Boys
(a nonprofit institution).
Considering these four items the Browns should report interest income of
a. $100.
b. $250.
c. $325.
d. $575.
e. None of the above.
15. Mrs. Brown’s father died in 1960, and under the terms of his will a trust 
was established with Mrs. Brown and her two sisters as beneficiaries. During the 
year Mrs. Brown received $1,500 from the trust: $1,000 of its distributable net in­
come and $500 of its corpus. This trust is an example of a
a. Simple trust.
b. Complex trust.
c. Multiple trust.
d. Trimodal trust.
e. None of the above.
16. The $1,000 of trust income that was distributed to Mrs. Brown from the 
trust (see “ 15”) was composed of $900 dividend income from U.S. corporations 
and $100 interest on municipal bonds.
On their tax returns with respect to the $1,000 distributed by the trust, the 
Browns would
a. Not report the distribution.
b. Report $1,000 as ordinary income.
c. Report only $900 as dividend income subject to the exclusion and 
dividend credit features.
d. Report $100 as interest income and $900 as dividend income not 
subject to the exclusion and dividend credit features.
e. None of the above.
17. The Brown Manufacturing Company manufactures household items which 
are sold directly to consumers by mail order. The Company is completing its first 
year of business and will report on the cash receipts and disbursements basis. In 
accounting for the operations of the Company, the Browns should
a. Ignore inventories, receivables, payables, and depreciation.
b. Ignore inventories, receivables, and payables but deduct depreciation 
as an expense.
c. Ignore receivables and payables but deduct depreciation as an expense 
and adjust cost of sales for the ending inventories.
d. Use the accrual method for purchases and sales, deduct depreciation, 
and adjust cost of sales for the ending inventories.
e. None of the above.
18. On December 31 a trade receivable of The Brown Manufacturing Com­
168 Examination Questions—November, 1964
pany was found to be a bad debt. A reserve for bad debts is not maintained for 
tax purposes. In reporting for the Company’s operations, the Browns should
a. Ignore the bad debt.
b. Claim the bad debt as a short-term capital loss.
c. Deduct the bad debt as a business expense.
d. Treat the bad debt under provisions relating to Section 1231 assets.
e. None of the above.
19. The Brown Manufacturing Company is housed in a rented building. Under 
the two-year lease the Browns gave a $100 deposit as security for the final month’s 
rent and a $100 deposit as security that the building will be restored to its original 
condition at the expiration of the lease. The Browns also gave a $25 security 
deposit to the electric company. A deduction should be made for these items in 
the amount of
a. $ 25.
b. $125.
c. $200.
d. $225.
e. None of the above.
20. A new stamping machine was purchased on July 1 for $1,000. The machine 
has a 10-year life and a salvage value of $100. Under the double-declining balance 
method and including additional first year depreciation, the depreciation to be 
claimed for a half year would be
a. $252.00.
b. $262.00.
c. $280.00.
d. $284.34.
e. None of the above.
Number 2  (Estimated tim e— 50 to 60 minutes)
A, B, and C, attorneys, agreed to consolidate their individual practices as of 
January 1, 1963. The partnership agreement included the following features:
1. Each partner’s capital contribution was the net amount of the assets and 
liabilities taken over by the partnership, which were as follows:
Cash .......................................................
A
............. $ 5,000
B
$ 5,000
C
$ 5,000
Accounts receivable.............................. ............. 14,000 6,000 16,000
Furniture and library ......................... ............. 4,300 2,500 6,200
23,300 13,500 27,200
Allowance for depreciation................. ............. 2,400 1,500 4,700
Accounts payab le ................................................. 300 1,400 700
2,700 2,900 5,400
Capital contributions............................ ............. $20,600 $10,600 $21,800
Each partner guaranteed the collectibility of his receivables.
Accounting Practice—Part II 169
2. C had leased office space and was bound by the lease until June 30, 1963. 
The monthly rental was $600. The partners agreed to occupy C’s office space until 
the expiration of the lease and to pay the rent. The partners concurred that the 
rent was too high for the space and that a fair rental value would be $450 per 
month. The excess rent was to be charged to C at year end. On July 1 the part­
ners moved to new quarters with a monthly rental of $500.
3. No salaries were to be paid to the partners. The individual partners were to 
receive 20% of the gross fees billed to their respective clients during the first year 
of the partnership. After deducting operating expenses, the balance of the fees 
billed was to be credited to the partners’ capital accounts in the following ratios: 
A, 40% ; B, 35% ; C, 25%.
On April 1, 1963 D was admitted to the partnership; he was to receive 20% 
of the fees from new business obtained after April 1 after deducting expenses 
applicable to that new business. Expenses were to be apportioned to the new 
business in the same ratio that total expenses, other than bad debt losses, bore to 
total gross fees.
The following information pertains to the partnership’s activities in 1963:
1. Fees were billed as follows:
A’s clients.............................................. $22,000
B’s clients.............................................. 12,000
C’s clients.............................................  11,000
New business:
Prior to April 1 ............................ 3,000
After April 1 .................................  12,000
T o ta l ......................................  $60,000
2. Total expenses, excluding depreciation and bad debt expenses, were $19,350 
including the total amount paid for rent. Depreciation was to be computed at 
the rate of 10%. Depreciable assets purchased during 1963, on which one-half 
year’s depreciation was to be taken, totaled $5,000.
3. Cash charges to the partners’ accounts during the year were:
A ........................................... ...............  $ 5,200
B ............................................................ 4,400
C .............................................................. 5,800
D .............................................................. 2,500
$17,900
4. Of A’s and B’s receivables $1,200 and $450, respectively, proved to be un­
collectible. A new client billed in March for $1,600 had been adjudged bankrupt 
and a settlement of fifty cents on the dollar was made.
Required: (Disregard income taxes.)
Prepare a statement of the partners’ capital accounts for the year ended De­
cember 31, 1963. Supporting computations should be in good form.
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Number 3 (Estimated time— 10 to 50 minutes)
The Rees Company adopted with the approval of its stockholders an incentive 
compensation plan effective January 1, 1962. The principal provisions of the 
plan are:
1. For each year in which incentive plan net earnings equal or exceed the 
incentive base for that year, there shall be credited to an incentive compensation 
reserve an amount equal to the sum of 10% of such amount of the incentive plan 
net earnings for the year as is equal to the incentive base for the year and 20%  
of any incentive plan net earnings for the year in excess of such incentive base.
2. Awards of incentive compensation shall be charged to the incentive com­
pensation reserve.
3. The “incentive base” for 1962 is $80,000. For any year after 1962 the “in­
centive base” is $80,000 plus 25% of an amount equal to (i) net income for the 
period from January 1, 1962 to the beginning of such year less (ii) the aggregate 
amount of dividends paid during such period.
4. “Incentive plan net earnings” means, with respect to any year, net income 
for the year after provision for income taxes and the incentive compensation reserve 
credit but excluding gains or losses on the sale or disposition of any fixed assets 
or investments and their related tax effect.
5. The Company has adopted the policy of distributing the full amount of the 
incentive compensation reserve in the year of accrual. A timely distribution is 
made so that the amount can be treated as an expense in the year of accrual 
for income tax purposes. The current tax rate is 50%.
6. The following data are available for the years ended December 31, 1962 
and 1963:
Net income for year, before provisions for federal in­
come taxes and the credit to incentive compensation 
reserve ...........................................................................
Dividends paid during year ........................................
Credit to incentive compensation reserve ...................
Short-term gains on sales of investments, credited to 
income during year ................................................
1963
$565,000
60,000
20,000
1962
$394,000
50,000
28,000
10,000
Required:
a. Prepare a schedule computing the incentive base for the year ended De­
cember 31, 1963.
b. Without prejudice to your solution to part “a,” assume that the incentive 
base for the year ended December 31, 1963 is $100,000. Prepare a schedule 
computing
1. The amount of the incentive plan net earnings for 1963 in excess of the 
incentive base for 1963.
2. The full amount of the credit to the incentive compensation reserve for
1963.
A ccounting Practice—Part II 171
Number 4 (Estimated time-—50 to 60 minutes)
The Luxury Sales Company was formed on July 31, 1962 and sells household 
appliances at retail on installment payment contracts.
The following information was taken from the accounts of the Luxury Sales
Company at year end:
July 31
1964 1963
Installment contracts receivable
1963 contracts .............................................................  $ 4,000 $ 63,000
1964 contracts .............................................................  80,000
Sales ................................................................................... 250,000 150,000
Merchandise inventory, new, at cost ...........................  42,250 32,250
Purchases ..........................................................................  155,000
Selling and administrative expenses................................ 70,000
Loss on defaulted contracts............................................. 8,550 500
Allowance for defaulted contracts ................................ 4,500 4,500
The CPA’s audit at July 31, 1964 disclosed the following:
1. When a contract is in default the merchandise is repossessed and the con­
tract written off to Loss on Defaulted Contracts. Information regarding repossessed 
merchandise is kept on a memo basis and is not recorded on the books. Any 
income derived from the sale of this merchandise is credited to Loss on Defaulted 
Contracts. No repossessed merchandise was sold in 1963 or 1964 for more than 
the unpaid balance of the original contract. An analysis of the Loss on De­
faulted Contracts account follows:
Contracts written off
1963 contracts ....................................................................  $ 7,500
1964 contracts .................................................................... 3,000
Less sale of repossessed merchandise
1963 contracts ....................................................................
1964 contracts ....................................................................
10,500
$1,600
350 1,950
$ 8,550Balance .....................................................................................
The market value of the repossessed merchandise inventory on hand at July 31, 
1964 was $400, all of which was repossessed from 1963 contracts. There was 
no merchandise repossessed during the year ended July 31, 1963.
The $4,000 balance of 1963 installment contracts receivable is considered col­
lectible.
2. The gross profit ratio for 1963 was 40% .
3. The Company’s financial statements are prepared on the accrual basis, and 
the installment method of reporting income is used for income tax purposes. The 
Company is on the charge-off method for losses on defaulted contracts for in­
come tax purposes.
Required:
a. Prepare a schedule to compute the adjustment to the balance of Allowance
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for Defaulted Contracts account that the CPA would suggest at July 31, 1964. The 
rate of bad debt losses for 1964 is expected to be the same as the experience rate 
for 1963 based on sales.
b. Prepare a schedule computing taxable income on the installment sales meth­
od for the year ended July 31, 1964. The following supporting schedules should 
be in good form:
1. Computation of realized gross margin on 1963 sales.
2. Computation of losses on defaults on 1963 contracts and 1964 contracts.
GROUP I
Estimated time— 50 to 60 minutes
Solve one of the two problems in this group.
If both are solved, only the first will be considered.
Number 5
The following budget was proposed for 1963 for the Mohawk Valley School
District General Fund:
Unappropriated surplus, January 1, 1963 ........................................  $128,000
Revenues:
Taxes .................................................................................................. 112,000
Investment income ............................................................................... 4,000
T o ta l ...........................................................................................  $244,000
Expenditures:
Operating ...........................................................................................  $120,000
County Treasurer’s fees ..................................................................  1,120
Bond interest .....................................................................................  50,000
Unappropriated surplus, December 31, 1963 ....................................  72,880
T o ta l ....................................................................................................  $244,000
A general obligation bond issue of the School District was proposed in 1962. 
The proceeds are to be used for a new school. There are no other outstanding 
bond issues. Information about the bond issue follows:
$1,000,000 
5%
January 1, 1963
January 1 and July 1 beginning July 1, 1963
Face
Interest rate 
Bonds dated 
Coupons mature
Bonds mature serially at $100,000 per year starting January 1, 1965.
The School District uses a separate bank account for each fund,
Fund trial balance at December 31, 1962 follows:
Debit
Cash ................................................................................... $ 28,000
Temporary investments—U. S. 4% Bonds interest pay­
able May 1 and November 1 ....................................  100,000
Unappropriated surplus ...................................................
The General
Credit
$128,000
$128,000
$128,000
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The County Treasurer will collect the taxes and charge a standard fee of 1% 
on all collections. The transactions for 1963 were as follows:
January 1—The proposed budget was adopted; the general obligation bond issue 
was authorized, and the taxes were levied.
February 28—Tax receipts from County Treasurer, $49,500, were deposited.
April 1—Bond issue was sold at 101 plus accrued interest. It was directed that 
the premium be used for payment of interest.
April 2—The School District disbursed $47,000 for new school site.
April 3— A contract for $950,000 for the new school was approved.
May 1—Interest was received on temporary investments.
July 1—Interest was paid on bonds.
August 31—Tax receipts from County Treasurer, $59,400, were deposited.
November 1—Payment on new school construction contract, $200,000, was 
made.
December 31—Operating expenses paid during year were $115,000. 
Required:
Prepare the formal journal entries to record the foregoing 1963 transactions in 
the following funds or groups of accounts:
1. General Fund.
2. Bond Fund.
3. General Fixed Assets.
4. General Bonded Debt and Interest.
Each journal entry should be dated the same as its related transaction as given 
above.
Number 6
The Gercken Corporation sells computer services to its clients. The Company 
completed a feasibility study and decided to obtain an additional computer on 
January 1, 1965. Information regarding the new computer follows:
1. The purchase price of the computer is $230,000. Maintenance, property 
taxes and insurance will be $20,000 per year. If the computer is rented, the 
annual rent will be $85,000 plus 5% of annual billings. The rental price includes 
maintenance.
2. Due to competitive conditions, the Company feels it will be necessary to 
replace the computer at the end of 3 years with one which is larger and more 
advanced. It is estimated that the computer will have a resale value of $110,000 
at the end of the 3 years. The computer will be depreciated on a straight-line 
basis for both financial reporting and income tax purposes.
3. The income tax rate is 50%.
4. The estimated annual billing for the services of the new computer will be
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$220,000 during the first year and $260,000 during each of the second and third 
years. The estimated annual expense of operating the computer is $80,000 in 
addition to the expense mentioned above. An additional $10,000 of start-up 
expenses will be incurred during the first year.
5. If it decides to purchase the computer, the Company will pay cash. If the 
computer is rented, the $230,000 can be otherwise invested at a 15% rate of 
return.
6. If the computer is purchased, the amount of the investment recovered dur­
ing each of the three years can be reinvested immediately at a 15% rate of return. 
Each year’s recovery of investment in the computer will have been reinvested for 
an average of six months by the end of the year.
7. The present value of $1.00 due at a constant rate during each year and 
discounted at 15% is:
Year
Present
Value
0-1 $ .93
1-2 .80
2-3 .69
The present value of $1.00 due at the end of each year and discounted at 
15% is:
End of Present
Year Value
1 $ .87
2 .76
3 .66
Required:
a. Prepare a schedule comparing the estimated annual income from the new 
computer under the purchase plan and under the rental plan. The comparison 
should include a provision for the opportunity cost of the average investment in 
the computer during each year.
b. Prepare a schedule showing the annual cash flows under the purchase plan 
and under the rental plan.
c. Prepare a schedule comparing the net present values of the cash flows 
under the purchase plan and under the rental plan.
d. Comment on the results obtained in parts “a” and “c.” How should the 
computer be financed? Why?
EXAMINATION IN AUDITING
November 5, 1964; 8:30  a.m. to 12:00 m. 
All questions are required.
Number 1 (Estimated time— 25 to 35 minutes)
Instructions
The CPA frequently completes an internal control questionnaire designed to 
aid him in evaluating existing controls and determining the extent of his appli­
cation of auditing procedures. The questionnaire is frequently so worded that a 
“no” answer suggests the existence of a weakness of internal control.
It was possible for the following unrelated incidents to occur or to remain un­
detected because of internal control weaknesses. The questions below each incident 
may appear on an internal control questionnaire. In each case there is one question 
that, if answered “no” by the CPA after his investigation, would have been most 
likely to disclose the internal control weakness that permitted the incident to 
occur or to remain undetected.
Select the best answer choice for each of the following items.
An example of the manner in which the questions should be answered is shown 
in the following illustration:
Question
XX Payroll checks are completely prepared on a typewriter. 
A discharged employee increased the amount of his ter­
mination pay check and cashed it before he left town.
a. Are payroll accounts reconciled by someone other 
than the persons doing the timekeeping, payroll 
preparation, and payroll distribution?
b. Are amounts on checks protected against alteration 
by means of a protective writing device such as a 
check protector?
c. Are employees added to or removed from the 
payroll only upon written authorizations from re­
sponsible persons outside the payroll department?
d. Are payrolls subject to formal approval by a re­
sponsible person outside the payroll department?
Answer Sheet
XX  b.
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Questions to be Answered
1. Unclaimed salary checks are left with the custodian of the petty cash fund 
until claimed. The custodian cashed an unclaimed salary check (and took the 
proceeds) by forging the payee’s endorsement and depositing the check along with 
salary checks that he had cashed for employees by the use of petty cash funds.
a. Are unclaimed wages deposited in a separate bank account and recorded 
as a liability?
b. Are paid checks examined for amount, date, payee, authorized signatures 
and endorsements as a part of the bank reconciliation process?
c. Are employee separations reported immediately to the payroll depart­
ment?
d. Is the payroll paid through a separate bank account?
2. A manufacturing company received a substantial sales return in the last 
month of the year, but the credit memorandum for the return was not prepared 
until after the auditors had completed their field work. The returned merchandise 
was included in the physical inventory.
a. Are aging schedules of accounts receivable prepared periodically?
b. Are credit memoranda prenumbered and all numbers accounted for?
c. Is a reconciliation of the trial balance of customers’ ledgers with the 
general ledger control prepared periodically?
d. Are receiving reports prepared for all materials received and such re­
ports numerically controlled?
3. The sales manager credited a salesman, Jack Smith, with sales that were 
actually “house account” sales. Later Smith divided his excess sales commissions 
with the sales manager.
a. Are the summary sales entries checked periodically by persons inde­
pendent of sales functions?
b. Are sales orders reviewed and approved by persons independent of 
the sales department?
c. Does the internal auditor compare the sales commission statements with 
the cash disbursements record?
d. Are sales orders prenumbered and all numbers accounted for?
4. Over a three month period the person in charge of the mail room took a 
substantial amount of postage stamps and sold them to a stamp dealer.
a. Are all petty cash and stamp funds in the custody of one person?
b. Are all petty cash funds on an imprest basis?
c. Are periodic expense reports to management compared with reports of 
prior periods and with budgets?
d. Are surprise counts of petty cash funds made by responsible officials?
5. A sales invoice for $5,200 was computed correctly but, in error, was posted 
as $2,500 to the sales journal and to the accounts receivable ledger. The customer 
remitted only $2,500, the amount on his monthly statement.
a. Are prelistings and predetermined totals used to control posting routines?
b. Are sales invoice serial numbers, prices, discounts, extensions and foot­
ings independently checked?
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c. Are the customers’ monthly statements verified and mailed by a re­
sponsible person other than the bookkeeper who prepared them?
d. Are unauthorized remittance deductions made by customers or other 
matters in dispute investigated promptly by a person independent of 
the accounts receivable function?
6. The president of Company A did not disclose to its board of directors that 
he is a principal stockholder of Company B. The president compelled Company 
A’s purchasing agent to purchase supplies from Company B at prices in excess 
of typical prices for such supplies.
a. Are purchase requisitions used to originate purchasing activity?
b. Are formal written purchase orders required for all significant pur­
chases?
c. Is the list of stockholders kept up-to-date and reviewed periodically by 
the board of directors?
d. Are vendors selected on the basis of competitive bids?
7. The purchasing agent of Company A used a regular written purchase order 
to order building materials for the company. Later he instructed the building ma­
terial supply company by telephone to deliver the materials to his home and to 
charge the account of Company A.
a. Are purchases made on behalf of employees?
b. Is a receiving report an essential part of each voucher?
c. Are purchase orders and changes therein subject to approval, before 
commitments are made, by a responsible official?
d. Are purchase orders prenumbered and all numbers accounted for?
8. Long Company purchased some bearer bonds as a temporary investment. 
The bonds were kept in the Company’s safe-deposit box at the local bank. The 
treasurer of Long Company removed the bonds from the safe-deposit box and 
used them as collateral for a personal loan.
a. Are registered securities made out in the name of the Company or so 
endorsed?
b. Does the accounting department keep a list of all securities in the 
safe-deposit box?
c. Are all persons who have access to securities covered by a fidelity 
bond?
d. Is the presence of two or more responsible persons required for access 
to the safe-deposit box?
9. The CPA’s count of the petty cash fund at the beginning of the interim 
audit on November 15 disclosed that it included the cashier’s I.O.U. for $100. 
The I.O.U. was dated September 1.
a. Is the petty cash fund on an imprest basis?
b. Is the petty cash box adequately safeguarded?
c. Are surprise counts of the petty cash fund made by responsible officials?
d. Are petty cash vouchers cancelled at the time of replenishing the fund 
to prevent their reuse?
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10. Copies of sales invoices show different unit prices for apparently identical 
items.
a. Are all sales invoices checked as to all details after their preparation?
b. Are differences reported by customers satisfactorily investigated?
c. If statistical sales data are compiled, are they reconciled with recorded 
sales?
d. Are all sales invoices compared with the customers’ purchase orders?
11. A factory foreman discharged an hourly worker but did not notify the 
payroll department. The foreman then forged the worker’s signature on time cards 
and work tickets and, when giving out the checks, diverted to his own use the 
payroll check drawn for the worker.
a. Are written authorizations required for all employees added to or taken 
off the payroll?
b. Is distribution of payroll checks made by a paymaster who has no other 
payroll responsibility?
c. Is custody of unclaimed wages vested in someone other than persons 
who prepare or distribute the payroll?
d. Are persons distributing the payroll rotated from time to time?
12. A job order cost system was employed, and overhead at the rate of 125% 
of direct labor was used for estimating and costing purposes. The year-end audit 
showed that the actual overhead rate was 200%.
a. Does the cost system provide for obtaining unit or job order costs for 
work-in-process?
b. Are monthly financial statements showing overhead variances prepared 
and reviewed?
c. Is an expense budget prepared?
d. Are job order cost sheets reconciled with the work in process control 
account?
13. A vendor was paid twice for the same shipment. One payment was made 
upon receipt of the invoice. The second payment was made upon receipt of the 
monthly statement which showed the amount of the open invoice but not the 
remittance. No stop-payment order was issued for either check and the vendor 
deposited both checks without comment.
a. Does the person signing the check examine supporting data at the time 
of signing?
b. Are vouchers, invoices and supporting papers cancelled upon payment?
c. Is a cash disbursement record maintained which lists in numerical 
sequence each check issued?
d. Are all payments made on predetermined days?
14. A newly-employed storeroom clerk stole numerous small tools and other 
supplies by placing them in his lunch box or wrapping them in paper so that the 
package appeared to be personal property. The shortages were discovered when 
a physical inventory disclosed discrepancies between the items on hand and the 
perpetual records.
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a. Are tools and supplies issued from storerooms only on the basis of 
signed requisitions?
b. Are detailed stores records kept by persons other than custodians of 
the actual goods?
c. Are the plant grounds fenced and guards stationed at the gates?
d. Are only authorized persons permitted access to storerooms?
15. The cashier diverted cash received over the counter from a customer to 
his own use and wrote off the receivable as a bad debt.
a. Are aging schedules of accounts receivable prepared periodically and 
reviewed by a responsible official?
b. Are journal entries approved by a responsible official?
c. Are receipts given directly to the cashier by the person who opens the 
mail?
d. Are remittance advices, letters or envelopes which accompany receipts 
separated and given directly to the accounting department?
Number 2  (Estimated time— 25 to 30 minutes)
The attribute of independence has been traditionally associated with the CPA’s 
function of auditing and expressing opinions on financial statements.
Required:
a. What is meant by “independence” as applied to the CPA’s function of audit­
ing and expressing opinions on financial statements? Discuss.
b. CPAs have imposed upon themselves certain rules of professional conduct 
that induce their members to remain independent and to strengthen public con­
fidence in their independence. Which of the rules of professional conduct are 
concerned with the CPA’s independence? Discuss.
c. The Wally drag Company is indebted to a CPA for unpaid fees and has 
offered to issue to him unsecured interest-bearing notes. Would the CPA’s ac­
ceptance of these notes have any bearing upon his independence in his relations 
with the Wallvdrag Company? Discuss.
d. The Rocky Hill Corporation was formed on October 1, 1964 and its fiscal 
year will end on September 30, 1965. You audited the Corporation’s opening 
balance sheet and rendered an unqualified opinion on it.
A month after rendering your report you are offered the position of secretary 
of the Company because of the need for a complete set of officers and for con­
venience in signing various documents. You will have no financial interest in the 
Company through stock ownership or otherwise, will receive no salary, will not 
keep the books, and will not have any influence on its financial matters other than 
occasional advice on income tax matters and similar advice normally given a client 
by a CPA.
1. Assume that you accept the offer but plan to resign the position prior 
to conducting your annual audit with the intention of again assuming the office 
after rendering an opinion on the statements. Can you render an independent 
opinion on the financial statements? Discuss.
2. Assume that you accept the offer on a temporary basis until the Corporation 
has gotten under way and can employ a secretary. In any event you would per­
manently resign the position before conducting your annual audit. Can you render 
an independent opinion on the financial statements? Discuss.
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Number 3 (Estimated time— 25 to 30 minutes)
You are a CPA engaged in an examination of the financial statements of Pate 
Corporation for the year ended December 31, 1963. The financial statements and 
records of Pate Corporation have not been audited by a CPA in prior years.
The stockholders’ equity section of Pate Corporation’s balance sheet at Decem­
ber 31, 1963 follows:
Stockholders' equity:
Capital stock— 10,000 shares of $10 par value authorized; 5,000 
shares issued and outstanding .....................................................  $ 50,000
Capital contributed in excess of par value of capital s to ck ........... 32,580
Retained earnings ................................................................................. 47,320
Total stockholders’ equity .........................................................  $129,900
Pate Corporation was founded in 1957. The Corporation has ten stockholders 
and serves as its own registrar and transfer agent. There are no capital stock 
subscription contracts in effect.
Required:
a. Prepare the detailed audit program for the examination of the three accounts 
comprising the Stockholders’ Equity section of Pate Corporation’s balance sheet. 
(Do not include in the audit program the verification of the results of the current 
year’s operations.)
b. After every other figure on the balance sheet has been audited by the CPA, 
it might appear that the retained earnings figure is a balancing figure and requires 
no further verification. Why does the CPA verify retained earnings as he does the 
other figures on the balance sheet? Discuss.
Number 4  (Estimated time——25 to 30 minutes)
In his examination of cash the CPA is watchful for signs of “lapping” and 
“kiting.”
Required:
a. Define (1) “lapping” and (2) “kiting.”
b. List the CPA’s audit procedures that would uncover (1) “lapping,” and 
(2) “kiting.”
c. In his examination of financial statements the CPA evaluates the quality of 
the accounting evidence that is available to him. An audit procedure that may be 
employed in the examination of cash is to submit duplicate deposit slips to the 
depository bank to be authenticated.
1. Discuss the reliability of the authenticated duplicate deposit slips as ac­
counting evidence.
2. What additional audit procedures are available to the CPA to verify the 
detail of deposits?
Number 5 (Estimated time— 25 to 30 minutes)
You have performed an examination, in conformity with generally accepted
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auditing standards, of the financial statements of the Boiler Manufacturing Cor­
poration for the year ended December 31, 1963. These statements, together with 
those for 1962 in comparative form, are presented below:
The Boiler Manufacturing Corporation
BALANCE SHEET
December 31, 1963 and 1962
Increase
(Decrease)ASSETS 1963 1962
Current assets:
Cash ...................................... ....................... $ 36,000 $ 20,000 $16,000
Accounts receivable (net of allowance for 
bad debts of $3,000 and $2,500) ......... 78,000 60,000 18,000
Inventories ................................................... 149,000 122,000 27,000
Prepaid expenses ........................................ 3,200 4,000 (800)
Total ................................................... 266,200 206,000 60,200
Fixed assets (at cost):
L a n d .............................................................. 20,000 20,000
(Officers’ estimate of current value— 
$50,000)
Building (net of accumulated depreciation 
of $8,000 and $6,000) .......................... 42,000 44,000 (2,000)
(Officers’ estimate of current value— 
$75,000)
Machinery and equipment (net of accum­
ulated depreciation of $24,000 and 
$18,000) ............................................. 79,000 85,000 (6,000)
T o ta l ........................................ 141,000 149,000 (8,000)
Other assets:
Goodwill ..................................................... 30,000 30,000
Total ...................................... $437,200 $385,000 $52,200
LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities:
Accounts payable........................................ $ 48,200 $ 35,000 $13,200
Accrued liabilities........................................ 39,000 15,000 24,000
Total ...................................... 87,200 50,000 37,200
Stockholders’ equity:
Capital stock, $100 par value, 3,000 shares 
authorized and outstanding................... 300,000 300,000
Capital contributed in excess of par value 65,000 65,000
D efic it........................................................... (15,000) (30,000) 15,000
T o ta l ........................................ 350,000 335,000 15,000
T o ta l .................................... $437,200 $385,000 $52,200
182 Examination Questions—November, 1964
The Boiler Manufacturing Corporation
STATEMENT OF INCOME AND RETAINED EARNINGS 
For the Years Ended December 31, 1963 and 1962
Increase
1963 1962  (Decrease)
Sales .............................................................. . $980,000 $920,000 $60,000
Cost of sa le s ................................................. 720,000 685,000 35,000
Gross profit ............................................. 260,000 235,000 25,000
Selling and administrative expenses........ 235,000 220,000 15,000
Profit from operations............................ 25,000 15,000 10,000
Other income and (deductions), net . . . . (10,000) (5,000) (5,000)
Net income ............................................. 15,000 10,000 5,000
Deficit, January 1 ...................................... (30,000) (40,000) 10,000
Deficit, December 31 ................................ . . $(15,000) $(30,000) $15,000
This is your first audit of the Company and you satisfied yourself regarding the 
opening inventory and the consistency of the application of accounting principles. 
Your working papers contain the following notes:
1. In the prior year, 1962, the Company changed its method of costing in­
ventories from the average cost method to the LIFO method. The average cost 
method had been used consistently in prior years. The following information was 
developed:
Calendar Year
1961 1962 1963
Ending inventories on Lifo method ........
Ending inventories on average cost method 
Net income (loss) for period under average 
cost method (Estimated for 1962 and 
1963) .........................................................
— $122,000 $149,000
$141,000 $158,000 $173,000
$ (5,000) $ 46,000 $ 39,000
2. A new highway will be constructed through the general area in which the 
Company’s building is located. The exact route of the highway will not be 
established for six months and highway officials refuse to disclose their current 
plans other than that the building might be in the path of the highway. The officers’ 
estimate of the value of the land and building is the amount for which they expect 
to sell the property to the highway department. Because of the indefinite location 
of the highway there have been no recent sales of property in the general area and 
real estate appraisers are not in agreement on the value of the property.
3. The intangible asset is the total cost of the Company’s institutional advertis­
ing campaign that took place in 1958 when the Company began doing business. 
The officers believe that the Company is continuing to benefit from the goodwill 
developed by the campaign and they intend to write off the asset when it becomes 
reasonably evident that it is worthless.
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4. An analysis of the Deficit account follows:
1958 Loss ......................
1959 Income ..................
................ $(55,000)
................  5,000
1960 Income .................. ................  15,000
1961 Loss ...................... ................ (5,000)
1962 Income .................. ................  10,000
1963 Income .................. ................  15,000
Total ........................ ................  $(15,000)
No entries have been posted to the Deficit account other than the above results 
of operations which are in agreement with the income tax returns. The tax returns 
have not been examined. Management has decided that reporting the value of the 
carryforward loss in the balance sheet would not be conservative. Management 
prefers not to change the financial statements in any way but will consider adding 
footnotes. The income tax rate that has been in effect is 50%.
Required:
a. Prepare the footnotes that you would suggest for the financial statements.
b. Assuming that the suggested footnotes will be adopted, prepare your auditor’s 
report for the current year financial statements. (You need not include a scope 
paragraph.) Include any comments in your report that you consider necessary. If 
your report is in any way modified or qualified as to opinion, give a full explana­
tion in your report.
Number 6 (Estimated time— 20 to 25 minutes)
On January 11, 1964 at the beginning of your annual audit of The Grover 
Manufacturing Company’s financial statements for the year ended December 31, 
1963, the Company president confides in you that an employee is living on a scale 
in excess of that which his salary would support.
The employee has been a buyer in the purchasing department for six years and 
has charge of purchasing all general materials and supplies. He is authorized to 
sign purchase orders for amounts up to $200. Purchase orders in excess of $200 
require the countersignature of the general purchasing agent.
The president understands that the usual examination of financial statements 
is not designed, and cannot be relied upon, to disclose fraud or conflicts of interest, 
although their discovery may result. The president authorizes you, however, to ex­
pand your regular audit procedures and to apply additional audit procedures to 
determine whether there is any evidence that the buyer has been misappropriating 
Company funds or has been engaged in activities that were a conflict of interests. 
R e q u ire d :
a. List the audit procedures that you would apply to the Company records and 
documents in an attempt to
1. Discover evidence within the purchasing department of defalcations 
being committed by the buyer. Give the purpose of each audit procedure.
2. Provide leads as to possible collusion between the buyer and suppliers. 
Give the purpose of each audit procedure.
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b. Assume that your investigation disclosed that some suppliers have been 
charging The Grover Manufacturing Company in excess of their usual prices and 
apparently have been making “kick-backs” to the buyer. The excess charges are 
material in amount.
What effect, if any, would the defalcation have upon (1) the financial state­
ments that were prepared before the defalcation was uncovered and (2) your 
auditor’s report? Discuss.
Number 7 (Estimated time— 25 to 30 minutes)
The Borow Corporation is an importer and wholesaler. Its merchandise is pur­
chased from a number of suppliers and is warehoused by Borow Corporation until 
sold to consumers.
In conducting his audit for the year ended June 30, 1964, the Company’s CPA 
determined that the system of internal control was good. Accordingly he observed 
the physical inventory at an interim date, May 31, 1964, instead of at year end.
The following information was obtained from the general ledger:
Inventory, July 1, 1963 ......................................................................  $ 87,500
Physical inventory, May 31, 1964 .....................................................  95,000
Sales for eleven months ended May 31, 1964 ................................ 840,000
Sales for year ended June 30, 1964 ................................................. 960,000
Purchases for eleven months ended May 31, 1964 (before audit
adjustments) .......................................................................................  675,000
Purchases for year ended June 30, 1964 (before audit adjustments) 800,000
CPA’s audit disclosed the following information:
Shipments received in May and included in the physical inventory 
but recorded as June purchases.....................................................  $ 7,500
Shipments received in unsalable condition and excluded from 
physical inventory. Credit memos had not been received nor
had chargebacks to vendors been recorded.
Total at May 31, 1964 .............................................................  1,000
Total at June 30, 1964 (including the May unrecorded
chargebacks) ..........................................................................  1,500
Deposit made with vendor and charged to purchases in April 1964.
Product was shipped in July 1964 ............................................... 2,000
Deposit made with vendor and charged to purchases in May 1964.
Product was shipped, F.O.B. destination, on May 29, 1964 and 
was included in May 31, 1964 physical inventory as goods in 
transit .................................................................................................. 5,500
Through the carelessness of the receiving department a June 
shipment was damaged by rain. This shipment was later sold in 
June at its cost of $10,000.
Required:
In audit engagements in which interim physical inventories are observed, a fre­
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quently used auditing procedure is to test the reasonableness of the year-end 
inventory by the application of gross profit ratios.
Prepare in good form the following schedules:
a. Computation of the gross profit ratio for eleven months ended May 31, 1964.
b. Computation by the gross profit ratio method of cost of goods sold during 
June 1964.
c. Computation by the gross profit ratio method of June 30, 1964 inventory.
EXAMINATION IN COMMERCIAL LAW
November 6, 1964; 8:30  a.m. to 12 m.
All questions are required.
Number 1 (Estimated time— 20 to 25  minutes)
Instructions
Each of the following numbered statements states a legal conclusion. You are 
to determine whether each legal conclusion is true or false according to general 
principles of law and provisions of the Uniform Partnership Act. Write on your 
separate answer sheet whether each conclusion is true or false. Your grade will be 
determined by deducting your total of incorrect answers from your total of correct 
answers; if you omit an answer it will not affect either total.
An example of the manner in which the question should be answered is shown 
in the following illustration:
Question
XX. The following elements are necessary to constitute a pledge:
1. Possession by the pledgor.
2. Property used to secure a loan or other obligation.
3. Either real or personal property.
4. A right of redemption retained by the pledgor.
5. Title retained by the pledgor.
Answer Sheet
1. False
2. True
3. False
4. True
5. True
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Questions to be Answered
A. X, Y, and Z desire to become partners in a business. This would be possible 
even though
1. Z is a corporation.
2. X is married to Y.
3. Y is an adjudicated incompetent.
4. Z has been listed Public Enemy No. 1 by the FBI.
5. X is an enemy alien.
B. A partnership
6. May be formed for charitable purposes.
7. Is considered in law to have a shorter life than a corporation with a 
fifty-year term.
8. General partner can limit his personal liability to creditors for partner­
ship debts to the extent of his capital contribution by agreement among 
the partners.
9. May be liable for the individual torts of a partner committed in the 
course of the partnership business.
10. May engage in several different businesses simultaneously.
C. A partnership agreement
11. Must be in writing to be enforceable.
12. Is a type of indemnity contract and, therefore, must be in writing to be 
enforceable.
13. Need not be evidenced by a writing if the duration of the partnership 
is not stipulated.
14. Must be in writing to be enforceable if the partnership is going to en­
gage in the real estate business.
15. May define the partners’ relationship to each other but cannot relieve 
them of the fiduciary duty they owe each other.
D. A partnership name
16. Must contain the name of at least one active partner.
17. Must not be so similar to another partnership as to deceive the public.
18. Must be registered with the Secretary of State in every state where 
the partnership does business.
19. Is an asset which must be accounted for upon dissolution.
20. May contain the name of a deceased partner, a fictitious person, or a 
stranger.
E. A partner’s interest in the partnership
21. Is freely assignable.
22. Includes the right to share in the profits and the ultimate distribution 
upon dissolution.
23. Includes the right to use specific partnership property.
24. Can only be attached by creditors of the firm.
25. If sold to a third party, entitles the third party to participate in the 
management of the partnership.
F. A creditor would be justified in assuming that E (an employee) and P are 
partners in the P Grocery Co. if
26. E receives as compensation a fixed salary plus 15% of the profits.
27. E receives as a bonus each year a percentage of the annual net profits.
28. E receives a percentage of the gross receipts from all business which he 
brings into P Grocery Co.
29. P told the creditor that E was his partner.
30. P and E told the creditor that they were partners.
G. A retiring partner
31. Has limited liability for all obligations of the firm in existence when he 
retired.
32. May have an incoming partner assume his share of liability and thus 
be freed from all liability to creditors.
33. May agree with the remaining partners that he is to be freed from 
existing firm debts; such agreement is binding upon them.
34. Is never liable for firm debts incurred after his retirement.
35. If he was a secret partner, is never liable for firm debts incurred after 
his retirement.
H. Arthur, Brown, and Chase form a partnership for the purpose of conducting a 
grocery business; if there is no contrary agreement
36. Partners are entitled to interest on loans they make to the partnership.
37. All partners have equal rights concerning the management of the busi­
ness.
38. Losses are shared equally.
39. Each partner must have made a capital contribution.
40. Profits are shared according to the capital contributions.
I. Assume same facts as in “H” above.
41. Unanimous consent is necessary to resolve ordinary partnership matters.
42. Arthur may properly engage in a grocery business which is a competitor 
of the partnership business.
43. Brown is entitled to reimbursement for expenses he incurred in the 
usual conduct of the business.
44. Chase is entitled to a reasonable salary payment if he puts in longer 
working hours than Arthur or Brown.
45. Arthur can bring his son into the business as a partner without the 
consent of Brown or Chase.
J. If the facts are the same as in “H” above, but Chase dies,
46. His right in specific partnership property vests in the executor of his 
estate.
47. The surviving partners have no right to possess the partnership property 
for any purpose.
48. His right in specific partnership property is not subject to allowances 
for his widow.
49. His estate is freed from all partnership liability.
50. His death immediately terminates the partnership.
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K. If Andrew and Bert, qualified CPAs, have joined as partners in an accounting 
firm,
51. Each partner has an insurable interest in the partnership property.
52. The firm would be classified as a nontrading partnership.
53. Andrew does not have the implied power to institute legal proceedings 
in behalf of the partnership.
54. Bert may bring an action in equity against Andrew to recover his share 
of profits.
55. The duty to render information does not ordinarily arise with respect 
to matters appearing on the partnership books.
L. A partner could obtain the decree of a court of equity for the dissolution of 
the partnership if he could show that another partner
56. Was consistently extravagant with partnership funds.
57. Had overdrawn his account.
58. Was of unsound mind.
59. Has suffered an illness which reduces his ability to work.
60. Has been adjudicated a bankrupt.
Number 2 (Estimated time— 20 to 25 minutes)
Instructions
Each of the following numbered phrases or clauses states a legal conclusion as 
it completes the related lettered material. You are to determine whether each of 
the legal conclusions is true or false according to the general principles of corpora­
tion law. Write on your separate answer sheet whether each conclusion is true 
or false. Your grade will be determined by deducting your total of incorrect 
answers from your total of correct answers; if you omit an answer it will not 
affect either total.
Questions to be Answered
A. A shareholder, as such,
61. Has the right to annual dividends from the corporation.
62. Has the right to join other shareholders in a voting trust.
63. Is an agent of the corporation.
64. May under some circumstances sue for and on behalf of the corporation.
65. Owns the corporation’s property in proportion to his stock ownership.
B. A corporation is a legal entity
66. Unless all the stock is owned by one person.
67. For federal income tax purposes.
68. For the purpose of suing and being sued.
69. Which may contract in its own name, even with its own shareholders.
70. Which has an insurable interest in the property it owns.
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C. The corporate charter
71. Is basically a contract between the state and the corporation.
72. Is an asset of the corporation.
73. May be readily amended to encompass new lines of business.
74. Is normally obtained by a special enactment by the legislature.
75. Is a basic source of the powers of the directors.
D. A foreign corporation
76. Cannot be excluded from a state if it is engaged exclusively in inter­
state business.
77. Must qualify to do business in those sister states in which it does intra­
state business.
78. Is entitled to equal protection of the laws.
79. May be precluded from using the courts of the states where it is doing 
intrastate business and has failed to qualify.
80. Becomes a domestic corporation if it qualifies to do business in the 
local jurisdiction.
E. The promoters of a corporation which is not yet in existence
81. Are agents for an undisclosed principal.
82. Are bound on preincorporation contracts even if the corporation subse­
quently adopts them.
83. Have a fiduciary duty to the future corporation.
84. Will be bound on contracts made for the corporation if it does not 
come into existence.
85. Must register with the S.E.C.
F. A defectively formed corporation
86. May nevertheless qualify as a de jure corporation if the defects are so 
slight as to be meaningless.
87. Is subject to proceedings by the state attorney general to have its 
charter revoked.
88. May be able to qualify as a de facto corporation and thereby enable 
its shareholders to avoid personal liability.
89. If it is neither de jure nor de facto, will probably be treated as a partner­
ship in respect to shareholder liability.
90. Will not qualify as a de facto corporation if the failure to comply with 
the state’s incorporation procedures was intentional.
G. Preferred stock
91. Is typically nonvoting although it may contain a provision authorizing 
voting if there is a default in payment of dividends for a specified 
number of years.
92. Is said to be cumulative if it entitles shareholders to cumulative voting.
93. May legally be preferred as to dividends or liquidation rights but not 
both.
94. Is preferable to bonds from the standpoint of the corporation’s financial 
structure because the failure to declare preferred dividends will not 
cause insolvency.
95. May contain provisions making it cumulative, participating and voting.
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H. The concept of legal capital
96. Primarily protects creditors.
97. Requires that at least the par value of the stock be received in cash by 
the corporation.
98. Requires that the legal capital of the corporation not be impaired by 
the declaration of dividends.
99. Bears little or no relation to the fair market value of the stock of a 
corporation.
100. Is the basis for imposition of liability upon shareholders who fail to pay 
at least the par value for stock newly issued by a corporation.
I. The Securities Act of 1933
101. Created the S.E.C.
102. Applies only to corporations whose stock is listed on a national ex­
change.
103. Does not apply to the securities of states or other domestic govern­
mental instrumentalities.
104. Applies to private offerings of securities.
105. Is not applicable to a wholly intrastate offering of securities.
J. Directors
106. Owe a fiduciary duty to the corporation but not to the shareholders.
107. May be liable for diverting corporate opportunities to themselves.
108. Must exercise great care in the management of the corporation.
109. Are, in effect, liable as insurers in respect to the management decisions 
they make.
110. Are the agents of the corporation and as such can individually bind the 
corporation to contracts made without the consent of the corporation.
K. A common stock shareholder
111. Has an unqualified right to examine the stockholder list of the corpora­
tion.
112. Is a creditor of the corporation in respect to dividends which are prop­
erly declared and publicly announced.
113. Has been given the right to cumulative voting by a constitutional 
amendment in some states
114. Has a pre-emptive right to newly authorized and issued stock if this 
right has not been negated in the corporate charter.
115. Is usually entitled to vote for the president of the corporation.
L. A meeting of the board of directors
116. Must be held in the state of incorporation.
117. Must have a quorum of directors present in order to be valid.
118. Is governed by state law, the corporate charter, and the corporation’s 
by-laws.
119. Must be attended in person by the directors, but so long as a quorum 
is present absentee proxy votes are permitted.
120. Must be open to the shareholders if they wish to attend.
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Number 3 (Estimated time— 20 to 25 minutes)
Instructions
Each of the following numbered phrases or clauses states a legal conclusion as 
it completes the related lettered material. You are to determine whether each of 
the legal conclusions is true or false according to the general principles of contract 
law. Write on your separate answer sheet whether each conclusion is true or false. 
Your grade will be determined by deducting your total of incorrect answers from 
your total of correct answers; if you omit an answer it will not affect either total.
Questions to be Answered
A. The acceptance of an offer to enter into a bilateral contract
121. Is the consideration given by the acceptor.
122. Must be in writing if the acceptance is to be valid.
123. Must be communicated to the offeror.
124. May be accepted only by use of the same means of communication as 
was used by the offeror.
125. Can under some circumstances be made by mere silence by the offeree.
B. The parol evidence rule
126. Applies to situations in which the negotiations have been formalized 
into a written contract.
127. Will not apply if all dealings between the parties are oral.
128. Does not apply to a subsequent modification of a written contract.
129. Does not apply to an attempted clarification of a contract which con­
tains an ambiguity.
130. Serves the same purpose in the law as the Statute of Frauds.
C. Options or “firm offers”
131. If binding, are in reality separate contracts.
132. Must be supported by a consideration to be binding according to the 
common law.
133. Have been made binding without consideration in some jurisdictions if 
they are contained in a signed writing.
134. Are treated the same as other kinds of offers according to the common 
law.
135. Are irrevocable once they are communicated to the offeree.
D. The revocation of an offer
136. Will be effective from the time of posting if the offer is sent by mail.
137. Must be communicated to the offeree.
138. May be made by selling the subject matter of the offer with that fact 
coming to the offeree’s attention prior to his acceptance.
139. Must be in writing to be effective if the proposed contract is for the 
sale of goods valued at more than $500.
140. May sometimes be made by a public announcement.
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E. Contracts implied in law
141. Are also known as quasi contracts.
142. Are treated the same as express contracts from the standpoint of re­
covery of damages.
143. Are based upon the actual, although unexpressed, agreement of the 
parties.
144. Are subject to the Statute of Frauds.
145. Are found to exist in order to avoid unjust enrichment.
F. Consideration
146. May take the form of an implied counter promise.
147. Must be adequate in order to be valid.
148. Is not necessary in order to effect a valid gift assignment.
149. May be recited in the contract, and the mere recitation satisfies the con­
sideration requirement.
150. Is not required in respect to unilateral contracts.
G. Mutuality of obligation
151. Must be present in respect to most contracts if the contract is to be 
binding on both parties.
152. Is satisfied if the buyer agrees to accept all the goods he wishes during 
the year from the seller.
153. Is not present in a unilateral contract.
154. Is present in a lease despite the fact that the tenant has the right to can­
cel upon ten days’ written notice.
155. Will be present even if one party reserves the right to cancel in the 
event of war.
H. The remedy of specific performance
156. Is not available in respect to contracts involving land.
157. Is not available in respect to personal service contracts.
158. Is one type of equitable relief.
159. Is not available in respect to most contracts for the sale of goods.
160. Would be available if the contract of sale was for a Picasso original.
I. The substantial performance doctrine
161. Will permit a party who has breached the contract to recover on the 
contract.
162. Does not apply to construction contracts.
163. Will not be available to a party who has intentionally breached the 
contract.
164. Will entitle the party who has breached the contract to recover the 
entire contract price.
165. Will only be available in respect to relatively minor defects in per­
formance.
J. Fairness in the bargaining process will not be found if
166. There has been a fraud in the inducement.
167. The contract is unconscionable.
168. There has been undue influence exerted.
169. One party fails to read the contract.
170. One party takes advantage of a fiduciary relationship.
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K. The following will satisfy the consideration requirement:
171. Performance of a pre-existing contractual duty.
172. The promise not to commit a tort.
173. A moral obligation.
174. Love and affection.
175. The forbearance from exercising a legal right.
L. The following will discharge a party from performance of his contractual 
obligation:
176. Increased cost and difficulty of performance.
177. Death of one of the parties to a contract involving personal relationship.
178. An executory accord.
179. Supervening impossibility.
180. A valid delegation of performance to another.
Number 4  (Estimated time— 20 to 25 minutes)
Part a. Henry was engaged by the Acme Corporation as a lathe operator. One 
day, during regular working hours, he sustained a serious injury while trying to 
adjust a faulty mechanism on his lathe. Henry claims benefits under the Workmen’s 
Compensation Law of the state in which he works.
Required:
1. The Acme Corporation contests the claim on the grounds that Henry is an 
independent contractor and therefore not subject to the benefits available under the 
Workmen’s Compensation Law, Henry contends that he is an employee of Acme 
Corporation. Discuss fully those factors which would be relevant in establishing 
that Henry is an employee rather than an independent contractor.
2. Assume that Henry is an employee. Acme Corporation, as employer, con­
tests the claim on the grounds that Henry was grossly negligent in attempting to 
fix the faulty mechanism while the motor of the lathe was running. Will Henry 
recover? Explain.
Part b. Richard owned a sailing sloop which every season he brought to Taylor 
Dockyard for repairs. On March 15, 1964 he brought the sloop to the Dockyard 
for the annual overhaul. It was agreed that the necessary repairs would be done 
by April 15, 1964, on which date Richard would pay Taylor the repair bill and 
take the sloop. On April 15 Richard arrived at the yard and asked Taylor if he 
could take the sloop, without payment of the bill, for a few hours in order to show 
her to a prospective purchaser. Taylor agreed. Richard had no prospective pur­
chaser and failed to return the sloop as promised. Taylor seeks to assert a common 
law artisan’s lien against the sloop.
Required:
1. State the two essential elements of a common law artisan’s lien.
2. What right is given the lien claimant by the common law artisan’s lien?
3. On the facts as stated above, will Taylor recover? Explain.
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Number 5 (Estimated time— 20 to 25 minutes)
Part a. On January 1, 1963 Leonard loaned Bert $1,000. Upon receipt of the 
$1,000, Bert gave Leonard a signed nonnegotiable promissory note which ac­
knowledged the debt and included a promise to repay the $1,000 plus 4% interest 
one year from date. As part of this transaction, Bert gave to Leonard, as security 
for the loan, certain stocks, properly indorsed, then having a market value of 
$1,300.
On June 10, 1963 the market value of the stock had fallen to $800, and Leonard 
demanded of Bert further security for the loan. Pursuant to this demand Bert re­
quested his friend Stewart to sign the nonnegotiable note of January 1 as surety. 
When Stewart signed the notes as surety, he received no consideration therefor 
and was unaware that Leonard was then holding the stock as security for Leonard’s 
loan to Bert.
On January 1, 1964 Leonard demanded payment of the note from Bert and, 
failing to collect from him, he demanded payment from Stewart, who paid $1,000 
to Leonard. A few days later, Stewart learned that Leonard was holding Bert’s 
stocks as security for the loan and demanded these stocks from Leonard. 
Required:
1. State and explain the right upon which Stewart as a surety is basing his de­
mand on Leonard that he be given Bert’s stocks.
2. On the facts as stated above, is Stewart entitled to the stocks? Explain.
Part b. Paul obtained a loan of $1,000 from Charles on January 1, 1962 payable 
on April 15, 1962. At the time of the making of the loan, Stanley became a non- 
compensated surety thereon by written agreement. On April 15, 1962 Paul was 
unable to pay and wrote to Charles requesting an extension of time. Charles made 
no reply, but did not take any immediate action to recover. On June 30, 1962 
Charles demanded payment from Paul and, failing to collect from him, proceeded 
against the surety, Stanley. Stanley claims that as Charles had allowed Paul more 
time than the agreement had called for, he has been discharged as surety thereby. 
Required:
Is Stanley’s claim valid? Explain.
Part c. David desired to establish credit with Carl, but the latter required a surety 
to protect himself from loss. At David’s request, Sam and Seth wrote letters to 
Carl in which Sam guaranteed David’s credit up to $10,000, and Seth guaranteed 
it up to $20,000, both guaranties being continuous in character. Sam and Seth 
were aware of each other’s guarantee.
Required:
1. David became insolvent when he was indebted to Carl to the extent of 
$9,000. Sam was compelled to pay the full amount. To what extent may Sam 
obtain contribution from Seth? Explain.
2. If Sam is in possession of collateral worth $3,000 given by David to protect
196 Examination Questions—November, 1964
Sam against loss from his guaranty, how would this affect your answer to “1” 
above? Explain.
Number 6 (Estimated time— 20 to 25 minutes)
Charles owed the XYZ brokerage firm several thousand dollars on some recent 
investments he had made. He decided to make a trip to the financial district to 
see some of his clients and to pay the amount he owed to the brokers. Before 
leaving his office, he drew a check payable to cash and signed it. However, he left 
the amount blank because he was not sure of the exact figure. He placed the check 
in his attache case.
Charles, while riding downtown to the broker’s office in a bus, placed the 
the attache case under his seat in order to read the morning paper. When he 
got off the bus, he absentmindedly forgot the attache case. Another passenger 
found the check, filled it in for fifteen hundred dollars ($1,500), and negotiated 
it to Ernest. Ernest took the instrument in good faith and without notice of any 
defect therein in payment of the finder’s prior indebtedness to him.
Charles immediately notified his bank in writing to stop payment on the check. 
When Ernest’s bank presented the instrument for payment through the normal 
banking channels, payment was refused.
Ernest now sues Charles for the face value of the check.
Required:
a. Will Ernest prevail under the Uniform Commercial Code? Explain. Would 
your conclusion be the same under the Negotiable Instruments Law? Explain.
b. If Charles’ bank, after receiving notice of stop payment, inadvertently paid 
the check in the above situation, could Charles recover the amount so paid? 
Explain.
Number 7 (Estimated time— 25 to 30 minutes)
Part a. Parker went to Able’s insurance brokerage firm and indicated that he 
wished to take out a life insurance policy for $10,000. The broker recommended 
the Item Insurance Company. Parker filled out an application, took and passed 
a physical examination and gave the broker a check for the first year’s premium. 
The policy was issued by the Company. It contained the standard sound health 
clause which states that the policy “shall not take effect unless and until the ap­
plication has been approved at the home office and the policy has been delivered 
to the insured while he is in good health.”
Parker was killed in an automobile accident shortly after the policy had been 
mailed by the broker but before the policy arrived at his home. It had been sent 
to the broker who at Parker’s request forwarded it to Parker via mail.
The Item Insurance Company denies liability on the policy.
Required:
Will the insurance company prevail? Explain.
Part b. Fox Corporation took out an insurance policy on the life of Harrold, its
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vice president in charge of sales. After the policy had been in effect six years, Har­
rold left the Fox Corporation and accepted a similar job with the Frank Corpora­
tion, Fox’s leading competitor. Fox Corporation has continued to pay the premiums 
on the policy and now that Harrold has died seeks to collect the face value of the 
policy from the insurance company.
The insurance company denies liability on the policy and asserts that the 
policy is an illegal gambling venture by Fox Corporation.
Required:
Who will prevail? Explain.
Part c. Martin leased a building from Patrick for twenty years. He used the 
plant to manufacture plastic coat hangers. Both Patrick and Martin insured the 
building against fire on open fire insurance policies. They both insured for the 
full value of the building. Two years later the building was totally destroyed by 
fire and both parties seek recovery from their respective insurers.
Required:
1. Can either Patrick or Martin recover? Explain.
2. Assuming for the sake of argument that each can recover what would be 
the extent of recovery as to each?
Number 8 (Estimated time— 25 to 30 minutes)
Part a. The Henry Manufacturing Company was hard pressed financially. Its 
president therefore applied to the X County Bank for a ten thousand dollar 
($10,000) loan. The Bank was unwilling to lend money to Henry without the 
benefit of financial statements on which a CPA had given his opinion.
Henry engaged an accounting firm to perform the audit. The X County Bank 
attended the final meeting wherein Henry engaged the local accounting firm to per­
form the audit. The bank made clear to both parties at that time that the loan 
was contingent upon certain minimum financial tests being met (e.g., at least a 1:1 
current ratio).
Henry’s president, in order to insure that the loan would be made, inserted 
several substantial bogus accounts into the accounts receivable files. The CPA 
firm negligently failed to detect these fraudulent accounts.
On the strength of the financial statements and the auditor’s unqualified opinion, 
the X County Bank made the loan. Henry is now insolvent and has been placed 
in the hands of a receiver.
Required:
1. In a suit brought by the bank against the CPA firm, under what legal argu­
ment would the bank be most likely to prevail? Explain.
2. What is the most likely legal argument that the attorney for the CPA firm 
will make in order to attempt to avoid liability to the bank? For the purpose of
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this question take the facts as stated as being proven and do not give any con­
sideration to the question of whether the argument will prevail.
3. Suppose that in the above case, the CPA firm was not aware of the bank’s 
request for the financial statements and that it gave an unqualified opinion on 
the statements without performing any verification procedures as to the company’s 
accounts receivable, which constituted a substantial part of the total assets. Would 
the bank prevail? Explain.
Part b. In addition to the contract with the client what are the three principal 
sources of guidance for a CPA in respect to his legal liability?
EXAMINATION IN THEORY OF ACCOUNTS
N ovem ber 6 , 1 9 6 4 ; 1 :3 0  p .m . to  5 p .m . 
All questions a re  req u ired .
Num ber 1 (Estimated time— 25 to 30  m inutes)
The following year-end financial statements were prepared by the Colesar
Corporation’s bookkeeper. The Colesar Corporation 
stores.
operates a chain of retail
C olesar C orpora tion  
BALANCE SH EET
Ju n e  30, 1964
ASSETS
Current assets:
C a sh .............................................................. $ 90,000
Notes receivable........................................ 100,000
Accounts receivable, less reserve for 
doubtful accounts ................................ 75,000
Inventories................................................... 395,500
Investment securities, at c o s t ................... 100,000
Total current assets ............. 760,500
Property, plant and equipment:
Land, at cost (note 1) ............................ $175,000
Buildings, at cost less accumulated de­
preciation of $350,000 ......................... 500,000
Equipment, at cost less accumulated de­
preciation of $180,000 .......................... 400,000 1,075,000
Intangibles....................................................... 450,000
Other assets:
Prepaid expenses........................................ 6,405
Total asse ts ............................ $2,291,905
199
200 Examination Questions—November, 1964
LIABILITIES AND OWNERS’ EQUITY  
Current liabilities:
Accounts payable......................................
Estimated income taxes payable.............
Contingent liability on discounted notes 
receivable.................................................
Total current liabilities . . . .
Long-term liabilities:
5% serial bonds, $50,000 due annually on 
December 31
Maturity value ..................................  $850,000
Less unamortized discount............... 35,000
Total liabilities ...................
Owners’ equity:
Common stock, stated value $10 (author­
ized and issued, 75,000 shares) ........ 750,000
Retained earnings
Appropriated (note 2 ) .........................  $110,000
F ree .........................................................  356,405 466,405
Total liabilities and owners’ 
equity ................................
Colesar Corporation 
INCOME STATEMENT 
as at June 30, 1964
Sales..................................................................
Interest incom e...............................................
Total revenue .......................
Cost of goods s o ld ........................................
Gross m argin.......................
Operating expenses:
Selling expenses
Salaries ...................................................
Advertising .............................................
Sales returns and allowances .............
General and administrative expenses
Salaries ...................................................
Property taxes........................................
Depreciation and amortization ...........
Rent (note 3) ........................................
Interest on serial bonds.......................
$ 95,000 
85,000
50,000 $230,000
84,000
38,000
86,000
75,000
48,000 331,000
Net income before taxes.. . .  
Provision for federal income ta x es .............
$ 25,500
160,000
75,000
260,500
815,000
1,075,500
1,216,405
$2,291,905
$2,500,000
6,000
2,506,000
1,780,000
726,000
561,000
165,000
160,000
$ 5,000Net incom e............................
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Notes to financial statements:
Note 1. Includes a future store site acquired during the year at a cost of 
$75,000.
Note 2. Retained earnings in the amount of $110,000 have been set aside to 
finance expansion.
Note 3. During the year the Company acquired certain equipment under a 
long-term lease.
Required:
Identify and discuss the defects in the above financial statements with respect 
to terminology, disclosure, and classification. Your discussion should explain why 
you consider them to be defects. Do not prepare revised statements. (You should 
assume that the arithmetic is correct.)
Number 2 (Estimated time— 25 to 30 minutes)
Part a. During the audit of accounts receivable your client asks why the current 
year’s expense for bad debts is charged merely because some accounts may be­
come uncollectible next year. He then said that he had read that financial state­
ments should be based upon verifiable, objective evidence, and that it seemed 
to him to be much more objective to wait until individual accounts receivable were 
actually determined to be uncollectible before charging them to expense. 
Required:
1. Discuss the theoretical justification of the allowance method as contrasted 
with the direct write-off method of accounting for bad debts.
2. Describe the following two methods of estimating bad debts. Include a dis­
cussion of how well each accomplishes the objectives of the allowance method of 
accounting for bad debts.
(a) The percentage of sales method.
(b) The aging method.
3. Of what merit is your client’s contention that the allowance method lacks the 
objectivity of the direct write-off method? Discuss in terms of accounting’s measure­
ment function.
Part b. Due to calamitous earthquake losses the Morgan Company, one of your 
client’s oldest and largest customers, suddenly and unexpectedly became bankrupt. 
Approximately 30 per cent of your client’s total sales have been made to the 
Morgan Company during each of the past several years.
The amount due from Morgan Company—none of which is collectible— equals 
25 per cent of total accounts receivable, an amount which is considerably in ex­
cess of what was determined to be an adequate provision for doubtful accounts 
at the close of the preceding year.
Required:
How would your client record the write-off of the Morgan Company receivable
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if it is using the allowance method of accounting for bad debts? Justify your sug­
gested treatment.
Number 3 (Estimated time— 20 to 25 minutes)
The ownership interest in a corporation is customarily reported in the balance 
sheet as stockholders’ equity.
Required:
a. List the principal transactions or items that reduce the amount of retained 
earnings. (Do not include appropriations of retained earnings.)
b. In the stockholders’ equity section of the balance sheet a distinction is made 
between contributed capital and earned capital. Why is this distinction made? 
Discuss.
c. There is frequently a difference between the purchase price and sale price 
of treasury stock, but accounting authorities agree that the purchase or sale of its 
own stock by a corporation cannot result in a profit or loss to the corporation. 
Why isn’t the difference recognized as a profit or loss to the corporation? Discuss.
Number 4  (Estimated time— 25 to 30 minutes)
Part a. The use of consolidated financial statements for reporting to stockholders 
is common. Under some conditions, however, it is desirable to exclude a sub­
sidiary from consolidated reports.
Required:
List the conditions under which a subsidiary should be excluded from consoli­
dation statements.
Part b. The existence of intercompany profits in consolidated inventories as a 
result of sales by a less than wholly owned subsidiary to its parent has given rise 
to the following three viewpoints as to how such profits should be treated when 
preparing consolidated financial statements:
1. Only the parent company’s shares of intercompany profits in inventory 
should be eliminated.
2. The entire amount of intercompany profits in inventories should be elimi­
nated against the equities of the controlling and minority groups in proportion to 
their interests.
3. The entire amount of intercompany profits in inventories should be elimi­
nated against consolidated retained earnings.
Required:
(a) Give the arguments that are used to support each treatment.
(b) Discuss the theoretical propriety or impropriety, as the case may be, 
of each treatment.
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Number 5 (Estimated time— 30 to 35 minutes)
On January 1, 1964 Plywood Homes, Inc. issued 20-year, 4 per cent bonds 
having a face value of $1,000,000. The interest on the bonds is payable semi­
annually on June 30 and December 31. The proceeds to the Company were 
$975,000 (i.e., on the day they were issued the bonds had a market value of 
$975,000).
On June 30, 1964, the Company’s fiscal closing date, when the bonds were 
being traded at 98½ , each of the following amounts was suggested as a possible 
valuation basis for reporting the bond liability on the balance sheet:
1. $975,625 (proceeds, plus six months’ straight-line amortization)
2. $1,000,000 (face value)
3. $1,780,000 (face value, plus interest payments)
Required:
a. Distinguish between nominal and effective interest rates.
b. Explain the nature of the $25,000 difference between the face value and 
the market value of the bonds on January 1, 1964.
c. Between January 1 and June 30 the market value of the Company’s bonds 
increased from $975,000 to $985,000. Explain. Discuss the significance of the 
increase to the Company.
d. Give the arguments for and/or against each of the suggested alternatives 
for reporting the bond liability on the balance sheet.
Number 6 (Estimated time— 25 to 30 minutes)
Part a. After reading an article you recommended on cost behavior, your client 
asks you to explain the following excerpts from it:
1. “Fixed costs are variable per unit of output and variable costs are fixed per 
unit of output (though in the long run all costs are variable).”
2. “Depreciation may be either a fixed cost or a variable cost, depending on 
the method used to compute it.”
Required:
For each excerpt:
(1) Define the underscored terms. Give examples where appropriate.
(2) Explain the meaning of the excerpt to your client.
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Part b. A breakeven chart, as illustrated below, is a useful technique for showing 
relationships between costs, volume, and profits.
Required:
1. Identify the numbered components of the breakeven chart.
2. Discuss the significance of the concept of the “relevant range” to breakeven 
analyses.
Number 7 (Estimated time— 25 to 30 minutes)
A common objective of accountants is to prepare meaningful financial state­
ments. To attain this objective many accountants maintain that the financial state­
ments must be adjusted for changes in price level. Other accountants believe that 
financial statements should continue to be prepared on the basis of unadjusted 
historical cost.
Required:
a. List arguments for adjusting financial statements for changes in price level.
b. List the arguments for preparing financial statements on only the basis of 
unadjusted historical cost.
c. In their discussions about accounting for changes in price levels and the 
methods of measuring them, uninformed individuals have frequently failed to dis­
tinguish between adjustments for changes in the price levels of specific goods and 
services and adjustments for changes in the general purchasing power of the 
dollar. What is the distinction? Which are “price level adjustments”? Discuss.
Examination, M ay, 1965
EXAMINATION IN ACCOUNTING PRACTICE— PART I 
May 12, 1965; 1:30 to 6:00 p.m.
All problems are required
Number 1 (Estimated time— 35 to 40  minutes)
Instructions
On a separate answer sheet write the letter of your answer choice. The answers 
should be selected in accordance with the current Internal Revenue Code and 
Regulations. Select only one answer for each question.
An example of the manner in which the questions should be answered is shown 
in the following illustration:
Question
XX In 1964 Gloria Corporation had a net income of $10,000 before 
provision for income taxes. Included in the net income were $50 
interest earned by a savings account and $150 interest paid on 
Middletown School Bonds. Gloria Corporation's 1964 taxable 
income is
a. $ 9,800.
b. $ 9,850.
c. $ 9,950.
d. $10,000.
e. None of the above.
Answer Sheet
XX b.
Questions to be Answered
1. Louis Abelson, whose wife died in December 1963, filed a joint return for 
1963. He did not remarry but continued to maintain his home in which his two 
dependent sons lived.
In the preparation of his tax return for 1964, Abelson should use the income 
tax rates applicable to
a. A single person.
b. A head of household.
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c. Married persons filing a joint return.
d. Married persons filing a joint return after splitting his taxable income.
e. None of the above.
2. John Backer sold an investment property on July 1, 1964 for $60,000, 
apportioned $44,000 for building and $16,000 for land. The property had been 
purchased for $50,000 including $10,000 for land. Depreciation was computed 
by the straight-line method based on a 40-year life. The accumulated depreciation 
at December 31, 1963 was $4,000. Backer’s 1964 rental collections were only 
$800 because the property was vacant part of the time.
For 1964 Backer may claim depreciation of
a. $ 800.
b. $1,000.
c. $1,100.
d. $2,000.
e. None of the above.
3. Carlton Corporation’s 1964 investment tax credit exceeded its 1964 income 
tax liability. The resultant unused investment tax credit
a. May be placed in a reserve account and, based on the useful lives of the 
related assets, applied against the income tax liabilities of subsequent 
years.
b. May be returned to the depreciation bases of the related assets and 
claimed as depreciation over the useful lives of the assets.
c. May be carried over for five years except that the carryover is limited 
to the useful lives of the related assets.
d. May be carried back to taxable years ending after 1961 and carried over 
five years.
e. None of the above.
4. On July 1, 1964 Richard Dee sold his antique automobile for $6,000 and 
his sailboat for $5,000. The antique automobile had been purchased on July 1, 
1958 for $4,500 and the sailboat had been purchased on July 1, 1956 for $9,000. 
Both items were used exclusively for Dee’s personal pleasure. He did not sell any 
other personal assets during 1964. For 1964 Dee would report
a. No capital gain or capital loss.
b. A long-term capital loss of $1,000.
c. A long-term capital loss of $2,500.
d. A long-term capital gain of $1,500.
e. None of the above.
5. Mr. & Mrs. Frank Fig are both over 65 years of age and have no depen­
dents. Their only 1964 income was his salary of $5,500. During 1964 they made 
only a nominal amount of disbursements of the type that qualified taxpayers would 
itemize as deductions. For 1964, in filing a joint tax return, they may claim as a 
standard deduction
a. $ 550.
b. $ 600.
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c. $ 700.
d. $1,000.
e. None of the above.
6. For 1964 Gay Corporation had a loss from operations of $30,000 and long­
term capital gains of $10,000. Included in the loss from operations was an extra­
ordinary loss of $6,000. Gay Corporation has a net operating loss carry-over or 
carry-back arising from its 1964 transactions of
a. $14,000.
b. $20,000.
c. $24,000.
d. $30,000.
e. None of the above.
7. On July 1, 1964 Dr. Howe, a dentist, started his practice in an office that 
he rented in a professional office building. He paid a premium of $90 for a 
three-year fire insurance policy, which covered the equipment and furnishings in 
his office, and a premium of $100 for a one-year insurance policy that would 
pay his office overhead expenses during a period of his personal disability.
Dr. Howe reports on a cash basis. The largest amount that he can claim on his 
1964 tax return as a business expense for these insurance premiums is
a. $ 15.
b. $ 65.
c. $115.
d. $190.
e. None of the above.
8. John Hako, who purchased 100 shares of Acme Motors stock for $6,000 on 
January 2, 1964 was killed in an accident on May 15, 1964. Under the terms of 
his will this stock, which was valued for Federal estate tax purposes at $9,000, 
was bequeathed to his nephew, Mr. Ponts. The estate tax attributable to this stock 
was $500. Mr. Ponts received the stock from the estate on December 13, 1964 and 
sold the stock on December 20, 1964 for $14,000.
For 1964 Mr. Ponts would report
a. A short-term gain of $5,000.
b. A long-term gain of $5,000.
c. A short-term gain of $8,000.
d. A long-term gain of $7,500.
e. None of the above.
9. George Indo purchased 100 shares of Blue Company stock in 1959 for 
$2,200. He sold the stock on April 1, 1964 for $2,000. He repurchased the stock 
on April 23, 1964 for $1,800 and sold it again on October 15, 1964 for $2,400. 
For 1964 Indo would report
a. A long-term loss of $200 and a short-term gain of $600.
b. A long-term gain of $200.
c. A long-term gain of $400.
d. A short-term gain of $200 and a long-term gain of $200.
e. None of the above.
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10. John Larach lived and worked in New Hampshire during 1963. He began 
work in a position with a new employer in Arizona on February 1, 1964. His new 
employer, for whom he still works, paid him $500 which he applied to the follow­
ing expenses he incurred in moving to Arizona:
$100—Traveling expense for John Larach.
$300—Traveling expense for Mrs. Larach and children.
$800—Expense of moving household effects.
In computing 1964 adjusted gross income the Larachs would include the $500 
in income and deduct moving expenses of
a. $ 300.
b. $ 700.
c. $ 800.
d. $1,200.
e. None of the above.
11. In the determination of the Federal estate (death) tax, an estate may deduct 
an exemption of
a. $ 30,000.
b. $ 60,000.
c. $100,000.
d. $120,000 plus $5,000 for each dependent of the decedent.
e. None of the above.
12. John Jay is married and supports his mother, age 67. During 1964 he paid 
$60 for medicines for his mother, $40 for medicines for his wife, and $400 for 
doctor and hospital bills for his mother. His 1964 adjusted gross income was 
$5,000. In itemizing his deductions Jay may claim a medical expense deduction, 
after application of proper limitations, of
a. $300.
b. $430.
c. $450.
d. $460.
e. None of the above.
13. The Kaycee Corporation leased land for twenty-one years on January 1, 
1963 and erected a building on the land which was completed and placed in use 
in its business on January 1, 1964. The building, which cost $25,000, had a useful 
life of 30 years and a salvage value of $4,000. The terms of the lease did not 
provide for an option to renew the lease. For 1964 the Kaycee Corporation may 
claim depreciation for the building of
a. $ 700.
b. $ 833.
c. $1,000.
d. $1,250.
e. None of the above.
14. John Lane, who died in 1964, had a life insurance policy insuring his life 
for $30,000 and naming his wife, Millie, as sole beneficiary. Millie Lane elected
Accounting Practice—Part I 209
to receive the proceeds of the insurance in five annual installments of $6,000 each 
plus interest. In 1964 she received $7,200 from the insurance company repre­
senting one installment plus interest.
For 1964 Mrs. Millie Lane would include in her gross income insurance pro­
ceeds of
a. $ 200.
b. $1,200.
c. $7,200.
d. $7,200 less the present value of a $6,000 annuity for five years at 4% .
e. None of the above.
15. William Miller’s 1964 sales of securities resulted in net long-term capital 
losses of $7,000 and net short-term capital gains of $1,000. He also had a loss 
in 1964 of $2,000 from the sale of an apartment house that he had owned for 
seven years as an investment property. His adjusted gross income, except for the 
above transactions, was $8,000. On the basis of these transactions he would 
reduce his 1964 gross income by
a. $1,000.
b. $3,000.
c. $5,000.
d. $8,000.
e. None of the above.
16. Art Nolan incurred a nonbusiness bad debt of $5,000 in 1964. He had no 
other transactions in 1964 that resulted in capital gains or losses. For 1964 he 
would reduce his gross income by
a. $1,000, and the balance would be subject to a carryback of three years 
and a carryover of five years.
b. $1,000, and the balance would be subject to an indefinite carryover.
c. $2,500.
d. $5,000.
e. None of the above.
17. Dr. Oliver, M.D., performed an operation on a patient in 1964 and sent 
him a bill for $500. The patient said he would pay no more than $200 for the 
operation although he thought $150 was a fair price. The patient died in 1964 
without funds before he made any payments on the bill.
For 1964 Dr. Oliver, who reports on the cash basis, would report a business 
bad debt of
a. ——0 —.
b. $150.
c. $200.
d. $500.
e. None of the above.
18. In 1964 Paul Corporation sold 100 shares of its own $10 par value capital 
stock for $19 per share. The stock had been originally issued in 1960 for $12 
per share and reacquired by purchase in 1962 for $15 per share and held as
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treasury stock. For 1964 Paul Corporation would report a long-term capital 
gain of
a. $400.
b. $600.
c. $700.
d. $900.
e. None of the above.
19. The Quern Sales Corporation had net income in 1964 of $5,000 after 
deducting a $1,500 contribution to the United Fund. The Corporation began doing 
business in 1964. The taxable income of the Quern Sales Corporation for 1964 is
a. $5,000.
b. $5,200.
c. $5,750.
d. $6,175.
e. None of the above.
20. Rennin Corporation had net long-term capital losses of $6,000 and net 
short-term capital losses of $2,000 during 1964. Rennin Corporation would claim 
a reduction in its 1964 taxable income for these capital losses of
a. $1,000.
b. $2,000.
c. $5,000.
d. $8,000.
e. None of the above.
Number 2 (Estimated time— 40 to 50 minutes)
The Wiend Corporation acquired The Dieck Corporation on January 1, 1963 
by the purchase at book value of all outstanding capital stock. The Dieck Cor­
poration is located in a Central American country whose monetary unit is the peso. 
The Dieck Corporation’s accounting records were continued without change; a 
trial balance, in pesos, of the balance sheet accounts at the purchase date follows:
The Dieck Corporation
TRIAL BALANCE (In Pesos) 
January 1, 1963
Debit Credit
P 3,000 
5,000 
32,000 
204,000
P 42,000 
81,400 
50,000
____________ 70,600
P244,000 P244,000
Cash .......................................................................................
Accounts receivable..............................................................
Inventories ............................................................................
Machinery and equipm ent...................................................
Allowance for depreciation.................................................
Accounts payab le ..................................................................
Capital stock ........................................................................
Retained earnings ................................................................
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The Dieck Corporation’s trial balance, in pesos, at December 31, 1964 follows:
The Dieck Corporation
TRIAL BALANCE (In Pesos)
December 31, 1964
Debit Credit
Cash .......................................................................................P 25,000
Accounts receivable.............................................................. 20,000
Allowance for bad deb ts.....................................................  P 500
Due from The Wiend Corporation....................................  30,000
Inventories, December 31, 1964 ........................................  110,000
Prepaid expenses ..................................................................  3,000
Machinery and equipment .................................................  210,000
Allowance for depreciation.................................................  79,900
Accounts payable..................................................................  22,000
Income taxes payable .........................................................  40,000
Notes payable ......................................................................  60,000
Capital stock ........................................................................  50,000
Retained earnings..................................................................  100,600
Sales—domestic ....................................................................  170,000
Sales—foreign ......................................................................  200,000
Cost of sales ........................................................................  207,600
Depreciation..........................................................................  22,400
Selling and administration expenses..................................  60,000
Gain on sale of assets.........................................................  5,000
Provision for income ta x es .................................................  40,000
P728,000 P728,000
The following additional information is available:
1. All of The Dieck Corporation’s export sales are made to its parent company 
and are accumulated in the account, Sales—Foreign. The balance in the account, 
Due from The Wiend Corporation, is the total of unpaid invoices. All foreign sales 
are billed in U. S. dollars. The reciprocal accounts on the parent company’s books 
show total 1964 purchases as $471,000 and the total of unpaid invoices as $70,500.
2. Depreciation is computed by the straight-line method over a ten-year life 
for all depreciable assets. Machinery costing P20,000 was purchased on December 
31, 1963, and no depreciation was recorded for this machinery in 1963. There 
have been no other depreciable assets acquired since January 1, 1963 and no 
assets are fully depreciated.
3. Certain assets that were in the inventory of fixed assets at January 1, 1963 
were sold on December 31, 1964. For 1964 a full year’s depreciation was re­
corded before the assets were removed from the books. Information regarding
the sale follows:
Cost of assets ............................................................................. P14,000
Accumulated depreciation .......................................................  4,900
Net book v a lu e ..........................................................................  9,100
Proceeds of sale ........................................................................  14,100
Gain on sa le ..........................................................................P 5,000
4. Notes payable are long-term obligations that were incurred on December 31, 
1963.
5. No entries have been made in the Retained Earnings account of the sub­
sidiary since its acquisition other than the het income for 1963. The Retained 
Earnings account at December 31, 1963 was converted to $212,000.
6. The prevailing rates of exchange follow:
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Dollars per Peso
January 1, 1963 ............................................................................... 2.00
1963 average................................................................................... 2.10
December 31, 1963 ........................................................................  2.20
1964 average...................................................................................  2.30
December 31, 1964 ......................................................................  2.40
Required:
Prepare a worksheet to convert the December 31, 1964 trial balance of The 
Dieck Corporation from pesos to dollars. The worksheet should show the un­
converted trial balance, the conversion rate, and the converted trial balance. (Do 
not extend the trial balance to statement columns. Supporting schedules should 
be in good form.)
Number 3 (Estimated time— 50 to 60 minutes)
The partnerships of Down & Short and Need & Want started in business on 
July 1, 1961; each partnership owns one retail appliance store. It was agreed as of 
June 30, 1964 to combine the partnerships to form a new partnership to be 
known as Four Partners’ Discount Stores.
The following additional information is available:
1. The profit and loss sharing ratios for the former partnerships were 40% to 
Down and 60% to Short, and 30% to Need and 70% to Want. The profit and 
loss sharing ratio for the new partnership will be Down, 20% ; Short, 30% ; Need, 
15%; and Want, 35%.
2. The opening capital ratios for the new partnership are to be the same as the 
profit and loss sharing ratios for the new partnership. The capital to be assigned 
to Down & Short will total $225,000. Any cash settlements among the partners 
arising from capital account adjustments will be a private matter and will not 
be recorded on the partnership books.
3. The partners agreed that the allowance for bad debts for the new partner­
ship is to be 3% of the accounts receivable balances.
4. The opening inventory of the new partnership is to be valued by the FIFO
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method. The inventory of Down & Short was valued by the FIFO method and 
the Need & Want inventory was valued by the LIFO method. The LIFO inventory 
represents 85% of its FIFO value.
5. Depreciation is to be computed by the double-declining balance method 
with a 10-year life for the depreciable assets. Depreciation for 3 years is to be 
accumulated in the opening balance of the Allowance for Depreciation account. 
Down & Short computed depreciation by the straight-line method, and Need & 
Want used the double-declining balance method. All assets were obtained on 
July 1, 1961.
6. After the books were closed an unrecorded merchandise purchase of $4,000 
by Need & Want was discovered. The merchandise had been sold by June 30, 1964.
7. The accounts of Down & Short include a vacation pay accrual. It was agreed 
that Need & Want should make a similar accrual for their ten employees who 
will receive a two-week vacation at $100 per employee per week.
The June 30, 1964 post-closing trial balances of the partnerships appear below.
Down & Short Need & Want
Trial Balance Trial Balance
June 30, 1964 June 30, 1964
Cash ...................................... . . $ 20,000 $ 15,000
Accounts receivable............. . . 100,000 150,000
Allowance for doubtful accounts $ 2,000 $ 6,000
Merchandise inventory........ . . 175,000 119,000
Land ...................................... . . 25,000 35,000
Buildings and equipment .. . . . 80,000 125,000
Allowance for depreciation . 24,000 61,000
Prepaid expenses ................. 5,000 7,000
Accounts p ay ab le ................. 40,000 60,000
Notes payab le ....................... 70,000 75,000
Accrued expenses................. 30,000 45,000
Down, Capital ..................... 95,000
Short, C ap ita l....................... 144,000
Need, C ap ita l....................... 65,000
Want, C ap ita l....................... 139,000
$405,000 $405,000 $451,000 $451,000
Required:
a. Prepare a worksheet to determine the opening balances of a new partner­
ship after giving effect to the above information. Formal journal entries are not 
required. Supporting computations, including the computation of goodwill, should 
be in good form.
b. Prepare a schedule computing the cash to be exchanged between Down & 
Short, and between Need & Want in settlement of the affairs of each original 
partnership.
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Number 4  (Estimated tim e—-5 0  to 60 minutes)
The Dopern Company employs departmental budgets and performance reports 
in planning and controlling its process costing operations. Department A’s budget 
for January was for the production of 1,000 units of equivalent production, a 
normal month’s volume.
The following performance report was prepared for January by the Company’s 
accountant:
Variable costs Budget Actual Variance
Direct material ................. ........ $20,000 $23,100 $3,100 (unfavorable)
Direct lab or....................... ........  10,000 10,500 500 (unfavorable)
Indirect labor..................... ........  1,650 1,790 140 (unfavorable)
P ow er.................................. ........  210 220 10 (unfavorable)
Supplies .............................. ........  320 330 10 (unfavorable)
Total ......................... ........  32,180 35,940 3,760
Fixed costs
Rent .................................... ........  400 400 —
Supervision ....................... ........  1,000 1,000 —
Depreciation....................... ......... 500 500 —
Other .................................. ........  100 100 —
T otal............................ ........  2,000 2,000 —
Grand total . . . . ........ $34,180 $37,940 $3,760
Direct material is introduced at various stages of the process. All conversion 
costs are incurred uniformly throughout the process. Because production fluctuates 
from month to month, the fixed overhead is applied at the rate of $2 per equivalent 
unit of direct labor.
Variable costs are applied monthly as incurred.
There was no opening inventory at January 1. Of the 1,100 new units started 
during January, 900 were completed and shipped. There was no finished goods 
inventory. The units in process at January 31 were estimated to be 75% complete 
as to direct materials and 80% complete as to conversion costs. There is no 
shrinkage, spoilage, or waste of materials.
Required:
a. Prepare a schedule of equivalent production for January.
b. Prepare a schedule computing the amount of under- or overapplied over­
head at January 31.
c. Prepare a schedule computing the cost of goods shipped and the cost of the 
work-in-process inventory at January 31 at actual cost.
d. Comment on the performance report in 150 words or less. What specific 
conclusions, if any, can be drawn from the report?
Number 5 (Estimated time— 50 to 60 minutes)
The financial statements of Frank Manufacturing Corporation for 1964 and 
1963 follow. The Corporation was formed on January 1, 1961.
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Frank Manufacturing Corporation
COMPARATIVE BALANCE SHEETS 
December 31, 1964 and 1963
Increase
ASSETS
Current assets
1964 1963 (Decrease)
C a s h .............................................................. $ 33,500 $ 27,000 $ 6,500
Accounts receivable (net of allowance for
bad debts of $1,900 and $2,000)........... 89,900 79,700 10,200
Inventories (at lower of cost or market) 136,300 133,200 3,100
Prepaid expenses........................................ 4,600 12,900 (8,300)
Total ................................................... 264,300 252,800 11,500
Investments
Land held for future plant s i t e ............... 35,000 — 35,000
Fixed assets
L a n d .............................................................. 47,000 47,000 —
Buildings and equipment (net of accumu­
lated depreciation of $155,600 and
$117,000) ............................................... 551,900 425,000 126,900
T o ta l ..................................................... 598,900 472,000 126,900
Other assets
Organization expense ................................ 1,500 3,000 (1,500)
T o ta l ..................................................... $899,700 $727,800 $171,900
LIABILITIES & STOCKHOLDERS’ EQUITY
Current liabilities
Accounts payable ......................................
Notes payable .............................................
Mortgage payable ......................................
Accrued liabilities ......................................
Income taxes payable ................................
T o ta l .....................................................
Long-term liabilities
Notes payable...............................................
Mortgage payable ......................................
T o ta l .....................................................
Deferred income—investment c re d it ..........
Stockholders’ equity
Capital stock; $1 par value; shares author­
ized, 300,000 in 1964 and 200,000 in 
1963; shares issued and outstanding, 
162,000 in 1964 and 120,000 in 1963
Capital contributed in excess of par value
Reserve for contingencies.........................
Retained earnings ......................................
T o ta l .....................................................
T o ta l ............... ........
$ 3,000 $ 7,800 $ (4,800)
8,000 5,000 3,000
3,600 3,600 —
6,200 4,800 1,400
87,500 77,900 9,600
108,300 99,100 9,200
— 18,000 (18,000)
70,200 73,800 (3,600)
70,200 91,800 (21,600)
16,800 18,900 (2,100)
162,000 120,000 42,000
306,900 197,900 109,000
25,000 — 25,000
210,500 200,100 10,400
704,400 518,000 186,400
$899,700 $727,800 $171,900
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Frank Manufacturing Company
STATEMENT OF INCOME AND RETAINED EARNINGS 
For the Years Ended December 31, 1964 and 1963
Increase
Sales ...........................................................
1964
. $980,000
1963
$900,000
(Decrease) 
$ 80,000
Cost of goods s o ld .................................. . 540,000 490,000 50,000
Gross p ro f it ...................................... . 440,000 410,000 30,000
Selling and administrative expenses........ . 262,000 248,500 13,500
Net income from operations ........ 178,000 161,500 16,500
Other income and (deductions), (net) . (3,000) (1,500) 1,500
Net income before income taxes . . . 175,000 160,000 15,000
Provision for income ta x e s ..................... 85,400 77,900 7,500
Net income after income taxes . . . 89,600 82,100 7,500
Retained earnings, January 1 ................. . 200,100 118,000 82,100
Ten per cent stock dividend distributed . (36,000) — (36,000)
Cash dividends paid ................................ (18,200) — (18,200)
Appropriation for contingent loss ........ . (25,000) — (25,000)
Retained earnings, December 31 . . . . $210,500 $200,100 $ 10,400
The following information was given effect in the preparation of the foregoing 
financial statements:
1. The 10% stock dividend was distributed on August 1. The investment in 
land for a future plant site was obtained by the issuance of 10,000 shares of the 
Corporation’s common stock on October 1. On December 1, 20,000 shares of 
common stock were sold to obtain additional working capital. There were no 
other 1964 transactions affecting contributed capital.
2. During 1964 depreciable assets with a total cost of $17,500 were retired 
and sold as scrap for a nominal amount. These assets were fully depreciated at 
December 31, 1963. The only depreciable asset acquired in 1964 was a new 
building which was completed in December; no depreciation was taken on its cost.
3. When new equipment, with an estimated life of 10 years, was purchased 
on January 2, 1963 for $300,000, the decision was made to record the resulting 
investment credit in a deferred income account with the benefit of the investment 
credit being allocated over the useful life of the machine by a reduction of the 
provision for income taxes. The income tax rate for 1963 and 1964 was 50%.
4. In 1964 $10,000 was paid in advance on long-term notes payable. The 
balance of the long-term notes is due in 1965.
5. A reserve for a contingent loss of $25,000 arising from a law suit was 
established in 1964.
Required:
Prepare a formal statement of source and application of funds for the Frank 
Manufacturing Company for the year ended December 31, 1964. The formal state­
ment should include the financial aspects of all significant transactions. Supple­
mentary schedules, such as the schedule of changes in working capital accounts, 
should be presented in good form.
EXAMINATION IN ACCOUNTING PRACTICE— PART II 
May 13, 1965; 1:30 to 6:00  p.m.
GROUP I
Solve all problems in this group.
Number 1 (Estimated time— 40 to 50 minutes)
On July 15, 1964 Joseph Doan, your client, sold his apartment house to John 
Ames. The escrow statement follows:
Joseph Doan, Seller John Ames, Buyer
Charges Credits Charges Credits
Sales price ................................ $250,000 $250,000
Paid directly to se lle r ............... $ 10,000 $ 10,000
First mortgage assumed by buyer 106,000 106,000
Purchase money mortgage . . . . 84,000 84,000
Prorations:
Real estate ta x e s ................... 250 250
Insurance adjustm ent........... 200 200
Interest .................................. 300 300
Fees:
E scrow .................................... 100 100
Title insurance....................... 790
Recording .............................. 5 10
Attorney ................................ 35 50
Revenue stamps ................... 550
Funds deposited in escrow account:
July 14, 1964 ....................... 52,250
Items paid from escrow account:
Commission to Lion Realty Co. 15,000
Remit:
Joseph Doan ....................... 35,610
Total .............................. $250,750 $250,750 $252,250 $252,250
Doan’s accounting records are maintained on the cash basis method. When you 
undertake the September 30, 1964 quarterly audit for your client the following in­
formation is available to you:
1. A “Suspense” account was opened for money received in connection with 
the sale of the property.
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2. The apartment building and land were purchased on July 1, 1960 for 
$225,000. The building was being depreciated over a 40-year life by the straight- 
line method for the purposes of both reporting and income taxes. Accumulated 
depreciation at December 31, 1963 was $17,500. A half year’s depreciation has 
been consistently recorded on Doan’s books for assets purchased or sold during 
the year. No depreciation has been recorded on the books for 1964.
3. The contract of sale stated that the price for the land on which the building 
was built was $25,000, the cost recorded on Doan’s books.
4. The purchase money mortgage payments are $1,000 per month plus ac­
crued interest. The first payment was due on August 1, 1964.
Required:
a. Prepare the adjusting journal entries to record the sale on Doan’s books.
b. For Doan’s information prepare a schedule computing the taxable capital 
gain that he can expect to report for 1964 on the installment sale method.
Number 2 (Estimated time— 50 to 60 minutes)
The Margul Corporation’s bookkeeper prepared the following statement:
The Margul Corporation
STATEMENT OF INCOME AND EXPENSE 
For the Year Ended December 31, 1964
Net sales ........................................................................
Cost of s a le s ....................................................................
Gross p ro fit..............................................................
Expenses
General and administrative ..................................  $260,300
Depreciation ............................................................ 16,300
Miscellaneous .........................................................  3,300
Total expenses ...............................................
Net profit from operations . ...........................................
Other income ..................................................................
Other deductions..............................................................
Net income before income ta x e s ..................................
Provision for income ta x e s ...........................................
Net income after income ta x es ....................................
$970,000
630,000
340,000
279,900
60,100
18,800
(3,600)
75,300
37,650
$ 37,650
You are engaged in the preparation of the Corporation’s Federal income tax re­
turn and the following information comes to your attention:
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1. The Corporation began its operations on July 1, 1957 when it purchased the 
assets of another corporation.
2. The Corporation is on the direct writeoff method for bad debts for income 
tax purposes. The monthly standard journal entries include a $225 provision for 
bad debts. An analysis of the Allowance for Bad Debts account disclosed the fol­
lowing transactions for 1964:
Balance, January 1, 1964 ......................................
Monthly provisions ...............................................
$9,300
2,700 $12,000
Writeoffs in 1964 .................................................
Less recoveries of 1963 w riteoffs.......................
2,800
300 2,500
Balance, December 31, 1964 ................................ $ 9,500
3. On July 1, 1964 a new grinding machine was purchased for $9,000. It was 
decided to take the additional first-year 20% depreciation. Depreciation was to 
be computed by the straight-line method over a ten-year life.
4. Your review of prior year tax returns disclosed that the Corporation has no 
net operating loss carryover and that the revenue agent’s examination of the Cor­
poration’s 1963 tax return resulted in the disallowance of a $3,800 expense de­
duction for rewiring a section of the factory building. Electrical wiring has an 
estimated life of 10 years and a half year’s depreciation was allowed for 1963. 
The disallowance was not recorded in the accounts.
5. An analysis of Other Income:
Proceeds of term life insurance policy on life of officer who died 
in 1964. (Total premiums paid in prior years by Corporation 
were $1,200) ..................................................................................... $13,000
Cash dividends on General Motors Corporation s to c k ...................  2,800
Gain on sale of forming machine purchased July 1, 1960 and sold
for $10,800 on July 1, 1964 .........................................................  3,000
T o ta l ...........................................................................................  $18,800
6. An analysis of Other Deductions:
Writeoff of organization expense incurred in 1957 .......................  $ 2,900
Loss on sale of 10 shares of treasury stock purchased in 1957 for
$150 per share and sold in 1964 for $100 per s h a re ............... 500
Loss on sale of Kravit Corporation stock, purchased in 1961 for
$6,000 ...............................................................................................  200
T otal...........................................................................................  $ 3,600
7. The current tax rate is 50% on ordinary income and 25% on long-term 
capital gains.
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8. The depreciation schedule of the Corporation’s 1963 tax return is repro­
duced below:
Description of Property
Cost. or 
Other Basis
Date
Acquired
Depre­
ciation
Allowed
or Allow­
able in 
Prior 
Years
Method 
of Com­
puting 
Depre­
ciation
Rate (%) 
or Life
Depreci­
ation for 
This Year
Miscellaneous equipment $ 80,000 7/1 /57 $44,000 S /L 10 yrs. $ 8,000
Factory building ........ . 135,000 7 /1 /57 16,500 S/L 45 yrs. 3,000
Forming m achine........ 12,000 7 /1 /60 3,000 S /L 10 yrs. 1,200
Trucks .......................... 8,800 7 /1 /6 0 5,500 S/L 4 yrs. 2,200
Shaping machine ........ 9,300(1) 1/2/63 — S/L 10 yrs. 930
$245,100 $15,330
(1) After reduction for salvage value of $500 and investment credit of $700.
Required:
Prepare a schedule computing the Margul Corporation’s liability for income 
taxes on 1964 income. The first item on your schedule should be “Income per 
books— $75,300.” Supporting schedules, including the depreciation schedule, 
should be in good form.
Number 3 (Estimated time— 35 to 40  minutes)
The Dawn Mining Company mines selum, a commonly used mineral. Following 
is the Company’s report of operations:
The Dawn Mining Company
REPORT OF OPERATIONS 
For the Years Ended December 31, 1964 and 1963
Net sales ............................................
Cost of goods s o ld ............................
Gross profit (loss) ............................
Increase
1964 1963 (Decrease)
$891,000 $ 840,000 $ 51,000
688,500 945,000 (256,500)
$202,500 $(105,000) $307,500
The following information pertains to the Company’s operations:
1. The sales price of selum was increased from $8 per ton to $11 per ton 
on January 1, 1964.
2. New mining machinery was placed in operation on January 1, 1964 which 
reduced the cost of mining from $9 per ton to $8.50 per ton.
3. There was no change in ending inventories which were valued on the 
LIFO basis.
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Required:
Prepare an analysis accounting for the change in the gross profit of The Dawn 
Mining Company. The analysis should account for the effects of the changes in 
price, volume, and volume-price factors upon (1) sales and (2) cost of goods sold.
Number 4  (Estimated time— 50 to 60 minutes)
You have been engaged to assist the management of the Stenger Corporation 
in arriving at certain decisions. The Stenger Corporation has its home office in 
Philadelphia and leases factory buildings in Rhode Island, Georgia and Illinois. 
The same single product is manufactured in all three factories. The following in­
formation is available regarding 1964 operations:
Total Rhode Island Illinois Georgia
Sales .................. . . . . .  $900,000 $200,000 $400,000 $300,000
Fixed costs:
Factory .......... ........  180,000 50,000 55,000 75,000
Administration ........  59,000 16,000 21,000 22,000
Variable costs . .. ........  500,000 100,000 220,000 180,000
Allocated home office
expense .......... ........  63,000 14,000 28,000 21,000
Total .......... ........... 802,000 180,000 324,000 298,000
Net profit from
operations . . . . ........  $ 98,000 $ 20,000 $ 76,000 $ 2,000
Home office expense is allocated on the basis of units sold. The sales price per 
unit is $10.
Management is undecided whether to renew the lease of the Georgia factory, 
which expires on December 31, 1965 and will require an increase in rent of 
$15,000 per year if renewed. If the Georgia factory is shut down, the amount ex­
pected to be realized from the sale of the equipment is greater than its book value 
and would cover all termination expenses.
If the Georgia factory is shut down, the Company can continue to serve cus­
tomers of the Georgia factory by one of the following methods:
1. Expanding the Rhode Island factory, which would increase fixed costs by 
15%. Additional shipping expense of $2 per unit will be incurred on the in­
creased production.
2. Entering into a long-term contract with a competitor who will serve the 
Georgia factory customers and who will pay the Stenger Corporation a commis­
sion of $1.60 per unit.
The Stenger Corporation is also planning to establish a subsidiary corporation 
in Canada to produce the same product. Based on estimated annual Canadian 
sales of 40,000 units, cost studies produced the following estimates for the 
Canadian subsidiary:
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Total Annual 
Costs
Per cent of Total 
Annual Cost 
That Is Variable
M ateria l...............................................
Labor ...............................................
Overhead .............................................
Administration....................................
$193,600
90,000
80,000
30,000
100%
70
64
30
The Canadian production will be sold by manufacturer’s representatives who 
will receive a commission of 8% of the sales price. No portion of the United 
States home office expense will be allocated to the Canadian subsidiary. 
Required:
a. Prepare a schedule computing the Stenger Corporation’s estimated net 
profit from United States operations under each of the following procedures:
1. Expansion of the Rhode Island factory.
2. Negotiation of long-term contract on a commission basis.
b. Management wants to price its Canadian product to realize a 10% profit 
on the sales price. Compute the sales price per unit that would result in an 
estimated 10% profit on sales.
c. Assume that your answer to part “b” is a sales price of $11 per unit. Com­
pute the break-even point in sales dollars for the Canadian subsidiary.
GROUP II
Estimated time——50 to 60 minutes.
Solve one of the two problems in this group. If both are 
solved, only the first will be considered.
Number 5
The following trial balances were prepared after completion of the examination 
of the December 31, 1964 financial statements of Adam Corporation and its sub­
sidiaries, Seth Corporation and Cain Corporation. The subsidiary investments are 
accounted for by the cost method.
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Adam Corporation and Subsidiaries
CONSOLIDATED STATEMENTS WORKING PAPER 
For the Year Ended December 31, 1964
Trial Balances, December 31, 1964
Adam Seth Cain
Debits Corporation Corporation Corporation
Cash ............................................... . $ 82,000 $ 11,000 $ 27,000
Accounts receivable..................... 104,000 41,000 143,000
Inventories .................................... 241,000 70,000 78,000
Investment in Seth Corporation . . 150,000
Investment in Cain Corporation . 175,000
Investments — o th e r ................... 185,000
Fixed assets.................................... 375,000 58,000 99,000
Accumulated depreciation ........... (96,000) (7,000) (21,000)
Cost of sa le s .................................. 820,000 300,000 350,000
Operating expenses....................... 60,000 35,000 40,000
Total .......................................... . $2,096,000 $508,000 $716,000
Credits
Accounts payab le .......................
Sales ............................................
Gain on sales of asse ts ...............
. . $ 46,000
960,000
9,000
$ 33,000 
275,000
$ 24,000 
570,000
Dividend incom e.........................
Capital stock, $20 par value . . .
A d a m ........................................
Seth ..........................................
Cain ........................................
18,000
500,000
200,000
100,000
Retained earnings
Adam ......................................
C a in ..........................................
Appropriation for contingency . .
563,000
12,000
10,000
Total ........................................ . . $2,096,000 $508,000 $716,000
The audit working papers provide the following additional information:
1. The Seth Corporation was formed by the Adam Corporation on January 1,
1964. To secure additional capital 25% of the capital stock was sold at par value 
in the securities market. Adam purchased the remaining capital stock at par value 
for cash.
2. On July 1, 1964 Adam acquired from stockholders 4,000 shares of Cain 
Corporation capital stock for $175,000. A condensed trial balance for Cain 
Corporation at July 1, 1964 follows:
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Debit Credit
Current asse ts ..................................................................
Fixed assets (net) .........................................................
Current liabilities ...........................................................
Capital stock, par value $ 2 0 ........................................
Retained earnings...........................................................
Sales ................................................................................
Cost of sa le s ....................................................................
Operating expenses.........................................................
Total ..................................................... ...................
$165,000
60,000
$ 45,000 
100,000
36,000
200,000
140,000
16,000
$381,000 $381,000
3. The following intercompany sales of certain products were made in 1964:
Sales
Adam Corp. to Cain Corp........  $40,000
Seth Corp. to Cain Corp.............................  30,000
Cain Corp. to Adam Corp......................... 60,000
Total ................................  $130,000
Gross Included in Purchaser’s
Profit Inventory at December 31, 1964 
on Sales at Lower of Cost or Market
20% $15,000
10% 10,000
30% 20,000
$45,000
In valuing the Adam Corporation inventory at the lower of cost or market, the 
portion of the inventory purchased from the Cain Corporation was written down 
by $1,900.
4. On January 2, 1964 Adam Corporation sold a punch press to Seth Cor­
poration. The machine was purchased on January 1, 1962 and was being de­
preciated by the straight-line method over a ten-year life. Seth Corporation com­
puted depreciation by the same method based on the remaining useful life. Details
of the sale are as follows:
Cost of punch p re ss ................................................................................... $25,000
Accumulated depreciation ......................................................................  5,000
Net book v a lu e .........................................................................................  20,000
Sales price .................................................................................................. 24,000
Gain on s a le .......................................................................................  $ 4,000
5. Cash dividends were paid on the following dates in 1964:
Adam Cain
June 30 ...............................................................................
December 31 ......................................................................
$22,000 $ 6,000 
26,000 14,000
Total $48,000 $20,000
6. Adam Corporation billed $6,000 to each subsidiary at year end for execu­
tive services in 1964. The billing was treated as an operating expense and re­
duction of operating expenses. The invoices were paid in January 1965.
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7. At year end Cain Corporation appropriated $10,000 for a contingent loss in 
connection with a law suit that had been pending since 1962.
Required:
Prepare a working paper for consolidated statements for Adam Corporation 
and its subsidiaries for the year ended December 31, 1964. The sales, costs and 
expenses of the subsidiaries are to be included in the consolidation as though 
the subsidiaries had been acquired at the beginning of the year. You plan to 
deduct the current year’s preacquisition earnings of Cain Corporation at the 
bottom of the consolidated income statement. (Formal journal entries and state­
ments are not required. Supporting computations should be in good form.)
Number 6
You have been engaged by the Town of Nihill to examine its June 30, 1964 
balance sheet. You are the first CPA to be engaged by the Town and find that 
acceptable methods of municipal accounting have not been employed. The Town 
clerk stated that the books had been closed and presented the following balance 
sheet:
Town of Nihill
BALANCE SHEET 
June 30, 1964
Assets
Cash ..........................................................................................................  $ 36,200
Taxes receivable .....................................................................................  21,900
Accounts receivable ............................................................................... 9,000
Investments .............................................................................................  84,200
Prepaid expenses.....................................................................................  21,000
Fixed assets .............................................................................................  245,400
T o ta l .................................................................................................. $417,700
Liabilities
Accounts payable ................................................................................... $ 6,500
Bonds payab le .........................................................................................  200,000
Unappropriated su rp lus..........................................................................  211,200
T ota l.................................................................................................. $417,700
The Town of Nihill was formed as a separate political unit on July 1, 1962. The 
Town was formerly a real estate development within the Township of Hamton. 
Your audit disclosed the following information:
1. On July 1, 1963 the Town received a bequest of $50,000 in cash and a 
house with a fair market value of $40,000. The house was recorded on the 
books as an investment at its fair market value at July 1, 1963. The bequest 
arose under the terms of a will which provided that the house would be used as a
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public library and the $50,000 would be established as a nonexpendable trust 
fund whose income would be used to buy library books. Securities costing $49,200 
were purchased in July by the Town for the trust fund and in June securities 
with a cost of $5,000 were sold for $6,800. The trust fund had dividend and 
interest income of $2,100 during the year of which $1,900 was expended. In 
addition the Town expended from general funds $9,000 for conversion of the 
house to library purposes and $19,000 for books; these last amounts were charged 
to expenditures. The Town has no other investments. The decision was made to 
account for the library operations in a separate fund.
2. Taxes levied for the year amounted to $84,300, of which $62,400 was 
collected and $800 has been identified as requiring abatement. It is anticipated that 
$1,400 of the 1963-64 levy will prove uncollectible.
3. The water company that had been formed by the developer to service the 
real estate development was purchased by the Town on July 1, 1963. The seller 
accepted 3% general obligation bonds in settlement. Details of the sales con­
tract follow:
Plant and equipment.........................................................  $108,000
Assets and liabilities assumed:
Prepaid expenses (inventories) ...........................  $19,000
Accounts receivable ................................................. 8,000
Total ..................................................................
Accounts p ay ab le .....................................................
Sales p r ic e .........................................................
27,000
5,000 22,000
$130,000
Cash arising from the operation of the water plant, except for a $1,000 working 
fund, is used for the general purposes of the Town. At June 30, 1964 the follow­
ing accounts pertain solely to the operation of the water plant: Accounts Receiv­
able, Prepaid Expenses, and Accounts Payable.
4. A $300,000 issue of 3% general obligation bonds was authorized on July 1, 
1963. In addition to the settlement for the purchase of the water company, bonds 
in the amount of $70,000 were sold at 100 on that date, and $65,400 of the 
proceeds had been used up to June 30, 1964 to obtain other equipment for the 
Town. Interest is payable on June 30 and December 31. Commencing June 30, 
1965 bonds in the amount of $10,000 are to be retired each June 30.
5. A shipment of supplies for the water plant was received in June 1964 and 
included in Prepaid Expenses but the invoice for $700 was recorded in July. An 
order was placed in June with a printer for stationery to be used by the Town’s 
governing body. The stationery was delivered in July and cost $500.
R equired:
Prepare a balance sheet worksheet to adjust the Town clerk’s account accumu­
lations as of June 30, 1964 and distribute them to the appropriate funds or 
groups of accounts. The worksheet should be in the format of the Town clerk’s 
balance sheet and have the following column headings:
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1. Balance per Books.
2. Adjustments—Debits.
3. Adjustments— Credits.
4. General Fund.
5. Library Endowment Principal Fund.
6. Library Fund.
7. General Fixed Assets.
8. Water Utility Fund.
9. Bond Fund.
10. General Bonded Debt and Interest.
(Formal worksheet entries are not required. Supporting computations should be 
in good form.)
EXAMINATION IN AUDITING 
May 13, 1965; 8 :30  a.m. to 12:00 m. 
GROUP I
Answer all questions in  this group.
Number 1 (Estimated time— 25 to 30 minutes)
You are in charge of the audit of the financial statements of the Demot Corpora­
tion for the year ended December 31, 1964. The Corporation has had the policy 
of investing its surplus funds in marketable securities. Its stock and bond cer­
tificates are kept in a safe deposit box in a local bank. Only the president or the 
treasurer of the Corporation has access to the box.
You were unable to obtain access to the safe deposit box on December 31 be­
cause neither the president nor the treasurer was available. Arrangements were 
made for your assistant to accompany the treasurer to the bank on January 11 to 
examine the securities. Your assistant has never examined securities that were 
being kept in a safe deposit box and requires instructions. He should be able to 
inspect all securities on hand in an hour.
Required:
a. List the instructions that you would give to your assistant regarding the 
examination of the stock and bond certificates kept in the safe deposit box. Include 
in your instructions the details of the securities to be examined and the reasons 
for examining these details.
b. When he returned from the bank your assistant reported that the treasurer 
had entered the box on January 4. The treasurer stated that he had removed an 
old photograph of the Corporation’s original building. The photograph was 
loaned to the local chamber of commerce for display purposes. List the additional 
audit procedures that are required because of the treasurer’s action.
Number 2 (Estimated time— 25 to 30 minutes)
You are finishing your examination of the financial statements of Ash Corpora­
tion for the year ended September 30, 1964. The Corporation’s report to stock­
holders, which will include your short-form opinion, will contain the consolidated 
financial statements of Ash Corporation and its substantial subsidiary, Worth 
Corporation. This is your third annual audit of Ash Corporation, and you find that 
the following changes from the prior year have occurred:
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1. Worth Corporation, which is located in another state, was acquired as a 
subsidiary during 1964. Another independent auditor, who was engaged by the 
client, rendered an unqualified opinion on the Worth Corporation financial state­
ments for the year ended September 30, 1964. While you are willing to use his 
report for the purpose of expressing your opinion on the consolidated statements, 
you are unwilling to assume responsibility for the performance of the work which 
served as the basis for his opinion.
You have reviewed the accounting procedures employed by the client to pre­
pare the consolidated statements and approve of them. The Corporation has ap­
pended to its financial statements a footnote that explains adequately the time of 
acquisition and the method of consolidation.
2. In accordance with your suggestion, on October 1, 1963 for the 1964 fiscal 
year Ash Corporation had begun the procedure of estimating its total social 
security taxes expense for the calendar year and then allocating the total to monthly 
costs and expenses on the basis of the proportion of total estimated annual payroll 
actually earned each month. In prior years this tax expense was charged to costs 
and expenses in the same months that the related taxable wages were paid. The 
unallocated social security taxes expense on taxable wages earned through Sep­
tember 30, 1964 amounted to $20,000 before consideration of income tax effect. 
(The income tax rate is 50% .) Worth Corporation uses the same method of 
accounting for social security taxes as Ash adopted.
3. For 1964 Ash Corporation changed its policy of taking a complete physical 
inventory at September 30 to taking physical inventories of half of the inventory 
on July 31 and the other half on August 31. You were consulted on this change 
and approved it. Your observation of the two physical inventories and your 
other procedures produced no exceptions as to quantities.
4. A new customer of Ash Corporation is a retail chain store company whose 
accounting system makes it unable to confirm the $56,000 balance of its account. 
You examined related remittances by this customer totaling $50,000 in post­
balance-sheet-date audit procedures and satisfied yourself regarding the balance 
by examination of shipping documents with the exception that there is a $200 
charge in dispute, which you considered immaterial. The $56,000 is net of a 
credit memorandum for $150.
5. Your post-balance-sheet-date audit procedures disclosed that Ash Corpora­
tion is considering shutting down on December 31, 1964 a division that has been 
a marginal operation. Because of the possible effect upon stockholder and employee 
relations, management prefers not to make a disclosure of its consideration of the 
proposed shutdown in the annual report which will probably be mailed to stock­
holders on November 15.
6. A number of substantial claims and lawsuits, which were given widespread 
publicity, were filed in 1964 against Ash Corporation for damages alleged to have 
resulted from the use of certain products sold in 1963. The line of products was 
discontinued early in 1964. The Corporation’s attorney is unable to predict the 
outcome of these claims and lawsuits. The management of the Corporation believes 
that losses, if any, incurred in excess of the product liability insurance coverage 
would not have a material effect upon the Company’s financial position.
The scope of your examination of Ash Corporation was not limited by the
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client in any way. No other items of importance were uncovered by your ex­
amination.
Required:
a. Prepare the additional footnotes that you would suggest that the client should 
append to the financial statements. (Give the exact wording of the footnotes. Do 
not discuss what should be included in the footnotes.)
b. For each of the listed changes that you think does not require disclosure, 
justify your belief in one sentence.
c. Assuming that the client adopts your recommended footnotes, prepare your 
short-form auditor’s report (scope, opinion, and middle paragraph, if any) for 
your examination.
Number 3 (Estimated time— 20 to 25 minutes)
You are engaged in your second annual examination of the financial statements 
of the Claren Corporation, a medium-sized manufacturing company with 25 stock­
holders that manufactures optical instruments. During the audit the following 
matters come to your attention.
a. A new controller was employed six months ago. He also serves as office 
manager but apparently exercises little disciplinary control over his 15 subordinates, 
who include a cashier, two bookkeepers, a supply room attendant and two tech­
nicians who show the company products in a factory salesroom attached to the 
office. The office staff seems to be continually talking about social matters, visiting, 
making personal telephone calls, or engaged in other private matters that are 
generally indicative of inefficiency. You know that the office has fallen about three 
weeks behind in its accounting work for the year 1965. On numerous occasions 
you have been unable to obtain answers to questions that arose during the audit 
because the person who could supply the information was out of the office. 
Required:
1. Discuss what you would do when you found that you were frequently un­
able to obtain answers to questions because the person who could supply the 
information was out of the office.
2. Discuss your responsibility for drawing attention to the apparent general 
inefficiency of the office operations.
3. What steps would you take if you found numerous errors in the books?
4. What effect, if any, would the errors have upon your opinion?
b. The president’s salary has been increased substantially over the prior year 
by action of the board of directors. His present salary is much greater than salaries 
paid to presidents of companies of comparable size and is clearly excessive. You 
determine that the method of computing the president’s salary was changed for 
the year under audit. In prior years the president’s salary was consistently based on 
sales. In the latest year, however, his salary was based on net income before in­
come taxes. The Claren Corporation is in a cyclical industry and would have had 
an extremely profitable year except that the increase in the president’s salary 
siphoned off much of the income that would have accrued to the stockholders. The 
president is a substantial stockholder.
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Required:
1. Discuss your responsibility for disclosing this situation.
2. Discuss the effect, if any, that the situation has upon your auditor’s opinion 
as to
(a) The fairness of the presentation of the financial statements.
(b) The consistency of the application of accounting principles.
Number 4  (Estimated time——25 to 30 minutes)
The customer billing and collection functions of the Robinson Company, a 
small paint manufacturer, are attended to by a receptionist, an accounts receivable 
clerk and a cashier who also serves as a secretary. The Company’s paint products 
are sold to wholesalers and retail stores.
The following describes all of the procedures performed by the employees of the 
Robinson Company pertaining to customer billings and collections:
1. The mail is opened by the receptionist who gives the customers’ purchase 
orders to the accounts receivable clerk. Fifteen to twenty orders are received each 
day. Under instructions to expedite the shipment of orders, the accounts receivable 
clerk at once prepares a five-copy sales invoice form which is distributed as follows:
(a) Copy #1 is the customer billing copy and is held by the accounts receiv­
able clerk until notice of shipment is received.
(b) Copy #2 is the accounts receivable department copy and is held for 
ultimate posting of the accounts receivable records.
(c) Copies #3 and #4 are sent to the shipping department.
(d) Copy #5 is sent to the storeroom as authority for release of the goods
to th e shipping department.
2. After the paint ordered has been moved from the storeroom to the shipping 
department, the shipping department prepares the bills of lading and labels the 
cartons. Sales invoice copy #4 is inserted in a carton as a packing slip. After the 
trucker has picked up the shipment the customer’s copy of the bill of lading and 
copy #3, on which are noted any undershipments, are returned to the accounts 
receivable clerk. The Company does not “back order” in the event of undership­
ments; customers are expected to reorder the merchandise. The Robinson Com­
pany’s copy of the bill of lading is filed by the shipping department.
3. When copy #3 and the customer’s copy of the bill of lading are received 
by the accounts receivable clerk, copies #1 and #2 are completed by numbering 
them and inserting quantities shipped, unit prices, extensions, discounts and totals. 
The accounts receivable clerk then mails copy #1 and the copy of the bill of 
lading to the customer. Copies #2 and #3 are stapled together.
4. The individual accounts receivable ledger cards are posted by the accounts 
receivable clerk by a bookkeeping machine procedure whereby the sales register 
is prepared as a carbon copy of the postings. Postings are made from copy #2 
which is then filed, along with staple-attached copy #3, in numerical order. 
Monthly the general ledger clerk summarizes the sales register for posting to the 
general ledger accounts.
5. Since the Robinson Company is short of cash, the deposit of receipts is also 
expedited. The receptionist turns over all mail receipts and related correspondence
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to the accounts receivable clerk who examines the checks and determines that the 
accompanying vouchers or correspondence contains enough detail to permit posting 
of the accounts. The accounts receivable clerk then endorses the checks and 
gives them to the cashier who prepares the daily deposit. No currency is received 
in the mail and no paint is sold over the counter at the factory.
6. The accounts receivable clerk uses the vouchers or correspondence that 
accompanied the checks to post the accounts receivable ledger cards. The book­
keeping machine prepares a cash receipts register as a carbon copy of the post­
ings. Monthly the general ledger clerk summarizes the cash receipts register for 
posting to the general ledger accounts. The accounts receivable clerk also corre­
sponds with customers about unauthorized deductions for discounts, freight or 
advertising allowances, returns, etc., and prepares the appropriate credit memos. 
Disputed items of large amount are turned over to the sales manager for settle­
ment. Each month the accounts receivable clerk prepares a trial balance of the 
open accounts receivable and compares the resultant total with the general ledger 
control account for accounts receivable.
Required:
Discuss the internal control weaknesses in the Robinson Company’s procedures 
related to customer billings and remittances and the accounting for these trans­
actions. In your discussion, in addition to identifying the weaknesses, explain what 
could happen as a result of each weakness.
Number 5 (Estimated time—-25 to 30 minutes)
You have been engaged to audit the December 31, 1964 financial statements of 
The Smith Equipment Corporation which was formed in 1946 and sells or leases 
construction equipment such as bulldozers, road scrapers, dirt movers, etc., to 
contractors. The Corporation at year end has 50 pieces of equipment leased to 
30 contractors who are using the equipment at various locations throughout your 
state.
The Smith Equipment Corporation is identified as the owner of the leased 
equipment by a small metal tag that is attached to each machine. The tag is 
fastened by screws so that it can be removed if the machine is sold. During the 
audit you find that the contractors often buy the equipment that they have been 
leasing, but the identification tag is not always removed from the machine.
The Corporation’s principal asset is the equipment leased to the contractors. 
While there is no plant ledger, each machine is accounted for by a file card that 
gives its description, cost, contractor-lessee and rental payment records. The Cor­
poration’s system of internal control is weak.
You were engaged upon the recommendation of the president of the local bank. 
The Smith Equipment Corporation, which had never had an audit, had applied 
to the bank for a sizeable loan; the bank president had requested an audited 
balance sheet.
You barely know John Smith, the principal stockholder and president of The
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Smith Equipment Corporation; he has a reputation for expensive personal tastes 
and for shrewd business dealings, some of which have bordered on being un­
ethical. Nevertheless, Mr. Smith enjoys a strong personal allegiance from his con­
tractor-lessees, whose favor he has curried by personal gifts and loans. The lessees 
look upon Mr. Smith as a personal friend for whom they would do almost any­
thing. Often they overlook the fact that they are dealing with the Corporation and 
make their checks payable to Mr. Smith, who endorses them over to the 
Corporation.
Required:
a. List the audit procedures that you would employ in the examination of the 
asset account representing the equipment leased to the contractors.
b. Although your audit procedures, including those you described in answering 
part “a,” did not uncover any discrepancies, you have been unable to dismiss 
your feeling that Mr. Smith and some of the contractor-lessees may have col­
laborated to deceive you. Under this condition discuss what action, if any, 
you would take and the effect, if any, of your feeling upon your auditor’s opinion. 
(Assume that you would not withdraw from the engagement.)
Number 6 (Estimated time— 25 to 30  minutes)
Glatfelt Rural Electric Power Cooperative issues books of sight drafts to the 
foremen of its ten field crews. The foremen use the drafts to pay the expenses of 
the field crews when they are on line duty requiring overnight stays.
The drafts are prenumbered and, as is clearly printed on the drafts, are limited 
to expenditures of $300 or less. The foremen prepare the drafts in duplicate and 
send the duplicates, accompanied by expense reports substantiating the drafts, to 
the general office.
The draft duplicates are accumulated at the general office and a voucher is pre­
pared when there are two or three draft duplicates on hand. The voucher is the 
authority for issuing a company check for deposit in an imprest fund of $5,000 
maintained at a local bank to meet the drafts as they are presented for payment. 
The Cooperative maintains a separate general ledger account for the imprest fund.
The audit of the voucher register and cash disbursements disclosed the follow­
ing information pertaining to sight drafts and the reimbursement of the imprest 
fund:
1. Voucher #10524 dated 12/31/64, paid by check #10524 dated 12/31/64, 
for the following drafts:
D raft# Date Crew # Explanation Amount
6001 12/24/64 3 Expenses, 12/22-24 $160
2372 12/28/64 6 Expenses, 12/26-28 310
5304 12/30/64 7 Cash advance to foreman 260
Voucher total $730
234 Examination Questions—May, 1965
2. Voucher #10531 dated 12/31/64, paid by check #10531 dated 1 /3 /65 , for 
the following drafts:
Draft # Date Crew # Explanation Amount
4060 1 Expenses, 12/27-29 $150
1816 1/ 3/65 4 Expenses, 1/1-3 560
Voucher total $710
3. Voucher #23 dated 1/8/65, paid by check #23 dated 1 /8 /65 , for
following drafts
Draft # Date Crew # Explanation Amount
1000 12/31/64 9 Expenses, 12/28-31 $270
2918 1/ 3/65 10 Expenses, 12/28-31 190
4061 1/ 7/65 1 Expenses, 1 /4-6 210
Voucher total $670
4. All of the above vouchers were charged to Travel Expense.
5. Examination of the imprest fund’s bank statement for December, the Janu­
ary cut-off bank statement and accompanying drafts presented for payment dis­
closed the following information:
a. Reimbursement check #10524 was not credited on the December bank 
statement.
b. The bank honored draft #2372 at the established maximum authorized 
amount.
c. Original 1964 drafts drawn by foremen but not presented to the client’s 
bank for payment by 12/31/64 totaled $1,600. This total included all 
1964 drafts itemized above except #4060 and #2372, which were de­
ducted by the bank in December.
d. December bank service charges listed on the December bank statement 
but not recorded by the client amounted to $80.
e. The balance per the bank statement at December 31, 1964 was $5,650. 
R equired:
a. Prepare the auditor’s adjusting journal entry to correct the books at De­
cember 31, 1964. (The books have not been closed.) A supporting working paper 
analyzing the required adjustments should be prepared in good form.
b. Prepare a reconciliation of the balance per bank statement and the financial 
statement figure for the imprest cash account. The first figure in your reconcili­
ation should be the balance per bank statement.
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GROUP II
Estimated time— 25 to 35 minutes.
Answer one of the two questions in this group. If both are 
answered, only the first will be considered.
Number 7
The audit of the financial statements of a client that utilizes the services of a 
computer for accounting functions compels the CPA to understand the operation 
of his client’s electronic data processing (EDP) system.
Required:
a. The first requirement of an effective system of internal control is a satis­
factory plan of organization. List the characteristics of a satisfactory plan of 
organization for an EDP department, including the relationship between the de­
partment and the rest of the organization.
b. An effective system of internal control also requires a sound system of 
records control of operations and transactions (source data and its flow) and of 
classification of data within the accounts. For an EDP system, these controls in­
clude input controls, processing controls, and output controls. List the character­
istics of a satisfactory system of input controls. (Confine your comments to a 
batch-controlled system employing punched cards and to the steps that occur prior 
to the processing of the input cards in the computer.)
Number 8
The Cowslip Milk Company’s principal activity is buying milk from dairy 
farmers, processing the milk and delivering the milk to retail customers. You are 
engaged in auditing the retail accounts receivable of the Company and determine 
the following:
1. The Company has 50 retail routes; each route consists of 100 to 200 ac­
counts, the number that can be serviced by a driver in a day.
2. The driver enters cash collections from the day’s deliveries to each customer 
directly on a statement form in record books maintained for each route. Mail 
remittances are posted in the route record books by office personnel. At the end 
of the month the statements are priced, extended and footed. Photocopies of the 
statements are prepared and left in the customers’ milk boxes with the next milk 
delivery.
3. The statements are reviewed by the office manager, who prepares a list 
for each route of accounts with 90-day balances or older. The list is used for 
intensive collection action.
4. The audit program used in prior audits for the selection of retail accounts 
receivable for confirmation stated: “Select two accounts from each route, one to 
be chosen by opening the route book at random and the other as the third item 
on each list of 90-day or older accounts.”
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Your review of the accounts receivable leads you to conclude that statistical 
sampling techniques may be applied to their examination.
R equired:
a. Since statistical sampling techniques do not relieve the CPA of his respon­
sibilities in the exercise of his professional judgment, of what benefit are they to 
the CPA? Discuss.
b. Give the reasons why the audit procedure previously used for selection of 
accounts receivable for confirmation (as given in #4 above) would not produce 
a valid statistical sample.
c. What are the audit objectives or purposes in selecting 90-day accounts for 
confirmation? Can the application of statistical sampling techniques help in attain­
ing these objectives or purposes? Discuss.
d. Assume that the Company has 10,000 accounts receivable and that your 
statistical sampling disclosed 6 errors in a sample of 200 accounts. Is it reasonable 
to assume that 300 accounts in the entire population are in error? Explain.
EXAMINATION IN COMMERCIAL LAW
May 14, 1965; 8:30 a.m. to 12:00 m. 
All questions are required.
Number 1 (Estimated time-—20 to 25 minutes)
Instructions
Each of the following numbered statements states a legal conclusion. You are 
to determine whether each legal conclusion is true or false according to general 
principles of bankruptcy law. Write on a separate answer sheet whether each con­
clusion is true or false. Your grade will be determined by deducting your total 
of incorrect answers from your total of correct answers; if you omit an answer it 
will not affect either total.
An example of the manner in which the questions should be answered is shown 
in the following illustration:
Question
XX. The following elements are necessary to constitute a pledge:
1. Possession by the pledgor.
2. Property used to secure a loan or other obligation.
3. Either real or personal property.
4. A right of redemption retained by the pledgor.
5. Title retained by the pledgor.
Answer Sheet
1. False
2. True
3. False
4. True
5. True
Questions to be Answered
A. A common law or nonstatutory assignment for the benefit of creditors:
1. Requires the debtor to transfer irrevocably the title to and control over
the assets transferred.
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2. Requires the consent of the creditors.
3. Requires the assignee to make a ratable distribution of the property 
among all the creditors.
4. Immunizes the debtor’s assets from attachment and execution.
5. Releases the debtor from liability on any unpaid part of his debts after 
the distribution to creditors.
B. Under the Bankruptcy Act a priority
6. Is given to certain statutorily designated classes of creditors.
7. Is given to certain classes of creditors at the discretion of the referee.
8. Is given to administration costs, which include attorneys’ and accountants’ 
fees.
9. Is given to landlords for rent due without qualification as to amounts.
10. Creditor will be paid in full before the general creditors receive their 
shares of the insolvent’s property.
C. The Federal Bankruptcy Act
11. Was enacted by Congress pursuant to power granted under the com­
merce clause.
12. Allows the individual states to enact their own bankruptcy laws provided 
such laws meet certain minimum requirements.
13. Gives creditors who have the same priority the right to share in the 
bankrupt’s property in proportion to their claims.
14. By specific provision invests the Federal District Courts with exclusive 
original jurisdiction over bankruptcy proceedings.
15. Affords the bankrupt a release from all debts incurred before adjudi­
cation if he has fully complied with the law.
D. The following natural persons or business entities may voluntarily petition 
themselves into bankruptcy:
16. A solvent person.
17. An insolvent person who owes a specified minimum amount of debt.
18. An individual engaged in farming.
19. An insolvent person who is the majority stockholder of a solvent cor­
poration.
20. A building and loan association which has transferred a part of its 
property to a creditor with intent to prefer him over other creditors.
E. The Federal Bankruptcy Act
21. Treats a partnership as an entity separate from the partners.
22. Allows an involuntary petition to be filed against the partnership and 
any, but not necessarily all, of the general partners.
23. Allows an involuntary petition to be filed against the partnership after a 
final settlement of partnership affairs.
24. Provides that if all the partners are adjudged bankrupt the partnership 
shall also be adjudged bankrupt.
25. Provides that the discharge in bankruptcy of a partnership automatically 
discharges the individual general partners from the unpaid balance of 
partnership debts.
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F. An involuntary petition in bankruptcy may be filed
26. Against a wage earner with an annual compensation of $1,400.
27. Against a corporation engaged solely in dairy farming.
28. Only if the debtor owes a minimum of $1,000.
29. Only if the debtor has committed an act of bankruptcy.
30. Only if the debtor has at least three creditors.
G. Solvency in the bankruptcy sense is a complete defense by the debtor who has 
committed the following act of bankruptcy:
31. An assignment for the benefit of creditors.
32. A fraudulent conveyance.
33. Written admission by the debtor of his inability to pay his debts and of 
his willingness to be adjudged a bankrupt.
34. A preferential transfer.
35. Permitting a creditor to obtain a lien.
H. A referee in a bankruptcy proceeding
36. Is elected by a majority of the creditors having provable claims.
37. Is, in effect, the court of bankruptcy, limited only by statutory provisions 
for judicial review.
38. Is charged with the duty of declaring liquidating dividends.
39. Is elected only when necessary to preserve assets of the estate.
40. Is charged with taking any steps necessary to set aside any unlawful 
preference, transfer, or lien.
I. A trustee in a bankruptcy proceeding
41. Is elected or appointed only if the debtor is adjudicated a bankrupt.
42. Is vested by operation of law with whatever title the debtor has as of 
the date of the filing of the petition.
43. May resort to a state court to compel third persons to deliver to him 
property belonging to the estate of the bankrupt.
44. May set aside a preferential transfer made by the debtor even though 
the preferred creditor did not know or have reasonable cause to believe 
that the debtor was insolvent at the time of the transfer.
45. Acts on behalf of the debtor under the general supervision of the 
referee.
J. Debts of the bankrupt may be proved and allowed against his estate if they 
are based upon
46. A workmen’s compensation award if the injury occurred before the 
adjudication of bankruptcy.
47. An open account.
48. Contingent claims whether or not capable of liquidation or of reasonable 
estimate.
49. Fixed liabilities evidenced by a written instrument absolutely owing but 
not due at the time of the filing of a petition.
50. Negligence claims not reduced to judgment at the time the petition is filed.
K. Commission of a bankruptcy offense
51. Can only occur during the bankruptcy proceedings.
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52. Includes the action by an officer of a corporation, in contemplation of 
a corporate bankruptcy proceeding, of concealing any property of the 
corporation.
53. Makes the offender liable to fine and imprisonment.
54. May only be committed by the bankrupt.
55. May result in barring a discharge in bankruptcy.
L. The following provable debts are not discharged by bankruptcy:
56. All Federal and state taxes.
57. Liabilities for support and maintenance of children.
58. Claims resulting from the negligence of the bankrupt.
59. Debts due for wages which have been earned by corporate officers within 
three months before the filing of the petition.
60. Any moneys deposited with the bankrupt by an employee as security for 
faithful performance.
Number 2 (Estimated time— 20 to 25 minutes)
Instructions
Each of the following numbered phrases or clauses states a legal conclusion as 
it completes the related lettered material. You are to determine whether each of the 
legal conclusions is true or false according to the general principles of trust law and 
agency law. Write on a separate answer sheet whether each conclusion is true or 
false. Your grade will be determined by deducting your total of incorrect answers 
from your total of correct answers; if you omit an answer it will not affect either 
total.
Questions to be Answered
A. The creation of an express trust consisting of real property
61. Must be evidenced by a writing to satisfy the Statute of Frauds.
62. Requires consideration to be effective.
63. Can be done by a minor.
64. Is subject to the rule against perpetuities.
65. Requires that the subject matter be definite and specific.
B. The trustee of a legally effective trust
66. Can be anyone legally capable of dealing with property.
67. Must exercise a high degree of loyalty toward the creator of the trust.
68. Must be specifically named by the creator of the trust.
69. Is an insurer against loss of trust property.
70. Is, in effect, the agent of the beneficiary.
C. The beneficiary of a legally effective trust
71. Must be specifically identified by name or by designation of the class 
to which he belongs.
72. May be a judicially declared incompetent.
73. May ordinarily transfer or assign his interest in the trust.
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74. May be legally protected from having his creditors reach his interest in 
the trust by the donor’s creation of a spendthrift trust.
75. Will be presumed to have accepted the trust in the absence of an ex­
press disclaimer.
D. A charitable trust
76. May be created solely for philanthropic purposes.
77. May be created to aid individual but unascertained students.
78. Is not affected by the rule against perpetuities.
79. May have its purpose changed by application of the cy pres doctrine.
80. Must have as trustee some corporate body to assure continuity of exist­
ence.
E. An implied trust
81. Is created by equity to prevent injustice.
82. Can take the form of a constructive or charitable trust.
83. May be expressly created by the parties involved or may be inferred from 
their conduct.
84. That takes the form of a resulting trust imposes no duties of per­
formance upon the trustee.
85. Is not subject to the Statute of Frauds.
F. A spendthrift trust
86. Is one which provides a fund for the maintenance of an improvident 
person.
87. Cannot prohibit the beneficiary from selling his interest in the trust.
88. Can prohibit the beneficiary from subjecting the distributed trust in­
come to the claims of his creditors.
89. Can be created by a person for his own benefit to immunize himself 
against the claims of his creditors.
90. Is often prohibited as contrary to public policy in thwarting the just 
claims of creditors.
G. A lender is given, as security, authority to collect rents due to the borrower 
and to apply those rents to the payment of the debt owed him.
91. This is an agency coupled with an interest.
92. This agency can be terminated by act of the principal.
93. This agency is not revoked by death of the agent.
94. This agency will be terminated by a supervening illegality.
95. This agency will be revoked by insanity of the principal.
H. An agent is ordered by his principal to repossess certain property from a third 
party. The agent does so unaware that the repossession is illegal.
96. The principal is liable to the third party.
97. The agent is liable to the third party.
98. The agent can get indemnity from his principal only if he is required to 
answer to the third person.
99. The third person can look only to the agent for compensation for an 
injury caused by the agent’s wrongful act.
242 Examination Questions—May, 1965
100. The principal can get indemnity from the agent if the principal is re­
quired to answer to the third person.
I. A principal gives his agent an exclusive agency to sell specified personal prop­
erty and collect the proceeds.
101. The creation of this agency need not be evidenced by a writing unless 
required by statutes.
102. The principal has the right to appoint other agents to accomplish the 
sale.
103. The agent may hold back from the proceeds enough money to insure 
reimbursement for expenses necessarily incurred in making the sale.
104. The principal can compete with the agent in seeking a buyer.
105. The creation of such an agency imposes upon the agent the liability of 
an insurer of the services he renders.
J. If a ratification is to be effective,
106. The ratification must be in writing.
107. The third person must not have withdrawn from the transaction prior to 
ratification.
108. The principal must ratify the entire transaction.
109. The act must have been done on behalf of the person who ratifies it.
110. The principal must be competent to ratify at the time the unauthorized 
act was performed.
K. Notification of termination of an agent’s authority
111. Will be effective only if it comes from the principal.
112. Will be effective as to all parties if published in a newspaper of wide 
circulation.
113. Need not be given when the termination of authority is due to the prin­
cipal’s death.
114. Need not be given when the termination of authority is due to the agent’s 
breach of duty.
115. Must be given to third persons who have been dealing with the agent.
L. A real estate broker
116. Is a special agent.
117. Has a lien on the seller’s property for his commission.
118. Is not entitled to his commission unless the buyer he produces is ready, 
willing and able to meet the seller’s terms.
119. Is not entitled to his commission in the absence of an express or implied 
contract of hiring.
120. Must have a brokerage license in force throughout the entire period dur­
ing which services are rendered.
Number 3 (Estimated time— 20 to 25 minutes) .
Instructions
Each of the following numbered statements states a legal conclusion. You are 
to determine whether each legal conclusion is true or false according to general 
principles of law. Write on a separate answer sheet whether each conclusion is
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true or false. Your grade will be determined by deducting your total of incorrect 
answers from your total of correct answers; if you omit an answer it will not affect 
either total.
A. Seth is a noncompensated surety on Peter’s debt. Seth can avoid liability on 
this debt if he can show that
121. His promise was obtained through fraud upon him by the creditor.
122. His promise was made at the time the loan was made but he received 
no consideration for his promise.
123. Peter died after Seth became a noncompensated surety.
124. A modification was made in the suretyship contract that can only be 
beneficial to him.
125. His promise was obtained through fraud upon him by Peter.
B. Star is a compensated surety on Paul’s debt to Charles. Star and Paul will be 
able to avoid liability if
126. Paul obtains a discharge in bankruptcy.
127. Charles unconditionally releases Paul.
128. Paul is a minor.
129. Paul dies before the debt becomes due.
130. Star can prove that his promise was obtained through the fraud of Paul.
C. Stan agrees to act as a surety for Pat.
131. The general rules regarding Stan’s capacity to contract are applicable.
132. If Stan is a trading corporation the agreement is ultra vires.
133. Stan may legally act as a surety if Stan is a partnership.
134. Stan may not legally bind as a surety a nontrading partnership of which 
he is a member.
135. If the creditor knows that Pat is a minor, Stan will be released.
D. Arthur and Baker are co-sureties on a debt owed by Peter.
136. They must be bound to answer for the same debt.
137. They must be aware of each other’s existence at the time of contracting.
138. They must be financially acceptable to each other.
139. Arthur’s right to contribution will not be affected by a release of Baker 
by the creditor with a reservation of rights against Arthur.
140. Baker’s right to contribution will become available only when he has 
satisfied the creditor in full.
E. An owner of common stock of a corporation
141. May insist upon an annual declaration of dividends.
142. May join with other stockholders to form a voting trust.
143. Must personally vote his stock at a stockholders’ meeting.
144. Becomes a creditor of the corporation when a cash dividend is duly 
declared.
145. Has an absolute right to inspect the books of the corporation in order 
to ascertain its financial condition.
F. The directors of a corporation
146. Although elected by the stockholders become the representatives of the 
corporation itself.
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147. May vote by proxy at a board meeting.
148. Are fiduciaries entrusted with the management of the corporation.
149. Will be personally liable if they authorize the sale of treasury stock at 
less than par value.
150. May exercise the voting rights of treasury stock at a stockholders’ 
meeting.
G. In the absence of express authorization or special circumstances, a corporation 
cannot
151. Accept or endorse bills of exchange in the usual course of its business.
152. Consolidate or merge with another corporation.
153. Purchase, hold, or convey real property in the corporate name.
154. Subscribe to the stock of another corporation engaged in a business 
completely different from its own.
155. Become an accommodation endorser on a negotiable promissory note.
H. The dissolution of a corporation
156. Will automatically occur upon termination of the period fixed in the 
charter.
157. Will occur upon consolidation with another corporation.
158. May be effected by surrender of the charter to the state by the in­
corporators prior to the start of business or the issuance of shares.
159. May be brought about by the state on the ground that the corporation 
continuously failed to file reports or pay taxes.
160. May be brought about by the proper state official at the instance of a 
stockholder because the corporation has suspended its ordinary and 
lawful business.
I. The creation of a bailment relationship
161. Gives the bailee both title to and possession of the bailed property.
162. Imposes upon the bailee the liability of an insurer for the subject matter 
of the bailment.
163. Can have only personal property as its subject matter.
164. Deprives the bailor of title to the property.
165. Gives the bailee the right to prevent third persons from taking the 
property.
J. The following are examples of bailments:
166. Pledging securities as collateral.
167. Hanging one’s coat on a coat rack in a restaurant.
168. Leaving a typewriter at a shop to be repaired.
169. Finding lost property and retaining it.
170. Giving a deed to real property to a creditor as security for a loan.
K. The following bailees have a duty to exercise no more than reasonable care over 
the subject matter of the bailment:
171. Innkeepers.
172. Private carriers.
173. Common carriers.
174. A bailee who holds the property under a mutual benefit bailment.
175. Warehousemen.
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L. In a bailment for the sole benefit of the bailor
176. The bailee has the duty to exercise reasonable care under the circum­
stances.
177. The bailee has the right to use the property.
178. The bailee has an insurable interest in the property.
179. The bailor has an insurable interest in the property.
180. Risk of loss due to accidental nonnegligent destruction of the property 
is shared equally by the bailor and bailee.
Number 4 (Estimated time— 25 to 30 minutes)
Part a. On March 10 Supplier sent a written offer to User to sell 3,000 tons of 
steel rails on certain specified terms. User received this letter on March 11 and on 
March 25 telegraphed to Supplier an acceptance which reached him at 3 P.M. on 
that day. On the same day, March 25, at 2 P.M. Supplier mailed to User a revo­
cation of his March 10 offer which was received the following day.
Required:
1. Is there a contract? Explain.
2. Assume there is a contract. At what point in time was it formed according to
(1) Common law? Explain.
(2) The Uniform Commercial Code? Explain.
Part b. On January 1, 1962 Brian borrowed $1,000 from Lynch and orally 
promised to repay the money on January 1, 1964. Brian failed to repay the loan 
when it became due and shortly thereafter he was adjudicated a bankrupt. Lynch 
filed a claim against the estate which the trustee in bankruptcy resisted on the 
ground that the promise to repay was not evidenced by a writing and therefore is 
unenforceable.
Required:
Is the trustee’s contention correct? Explain.
Part c. Young, a minor, is studying to become a television repairman. He agrees 
to overhaul a television set belonging to Olds, a friend of the family, for $75 with a 
thirty-day parts and workmanship guaranty. Young does the work in such a 
negligent manner that the television set is ruined beyond repair.
Required:
1. Olds sues Young for damages for breach of contract. Will he recover? 
Explain.
2. Olds sues Young for the tort (wrong) of negligence. Will he recover? Explain.
Number 5 (Estimated time— 20 to 25 minutes)
Part a. C Corporation owned two pieces of realty known respectively as Black- 
acre and Whiteacre. C Corporation concluded an oral contract for the sale of 
Blackacre with building to Byer. The closing date was set ninety (90) days
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after the agreement; at that time the purchase price and deed were to be ex­
changed. Immediately upon concluding the oral contract, Byer paid to G Fire 
Insurance Company the premium on a standard fire insurance policy covering 
the Blackacre building. Twenty days later the Blackacre building was completely 
destroyed in a fire of unknown origin. Byer duly notified the insurance company 
of the loss.
Required:
Can Byer recover from the insurance company? Explain.
Part b. C Corporation procured from E Life Insurance Company a $20,000 
policy on the life of its president, Bilder, whose annual compensation averaged 
$30,000. Bilder stated in the application that his age was 40 years when in fact 
he was 47 years old. Three months later Bilder left the employment of the 
Corporation. Two months following his termination of employment, he died. 
Required:
Is the Corporation entitled to collect on the policy held on Bilder’s life? Explain.
Part c. Arthur carries two policies with the X Insurance Company. One is upon 
his life; the other is upon his home. His next door neighbor was burning trash and 
negligently left the fire unattended and improperly safeguarded. The fire passed 
over to Arthur’s property and destroyed his home. In trying to put out the fire, 
Arthur lost his life. The Insurance Company paid the decedent’s estate the amount 
of the two policies and seeks to hold the neighbor liable for such payments on 
the ground of subrogation.
Required:
Will it succeed? Explain.
Part d. Roger owned the manuscript of a famous author’s book that he insured 
with the Z Insurance Company against loss, including “all direct loss or damage 
by fire.” In the course of rearranging his library, Roger negligently placed the 
manuscript with some magazines he intended to burn. The manuscript and maga­
zines were thrown by Roger into a trash burner and were completely destroyed 
by the fire. Roger seeks to collect the proceeds from the insurance policy covering 
the manuscript.
Required:
Will he succeed? Explain.
Number 6 (Estimated time— 20 to 25 minutes)
Part a. Acme Store had 100 boxes of special design shirts, packed 6 shirts to a 
box, which it offered to sell to Bell for $10 per box. Bell accepted the offer, asked 
the Store to bill him at month’s end, and said that he would send for the shirts 
the following day. Upon receiving Bell’s acceptance, the Store tied together the 
boxes into 5 bundles, tagged each bundle with Bell’s name, and placed the lot in
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the “pick-up” room. During that night the building accidentally, and without 
negligence on the part of the Store, caught fire and 2 of the bundles were wholly 
destroyed.
Required:
What are the rights of the parties according to
1. The Uniform Sales Act? Explain.
2. The Uniform Commercial Code? Explain.
Part b. Alpha Store had entered into a contract with Curtis for the installation of 
6 heavy duty sewing machines at the Store. Following the description of the sewing 
machines, together with the price of each article, the written contract provided: 
"This outfit (six sewing machines as described) is subject to 10 days’ free trial and 
is to be installed within a week after the signing of the agreement.” The machines 
were duly installed and six days thereafter were destroyed in an accidental fire 
which swept through the Store. Curtis contends that the Store is liable for the 
purchase price of the sewing machines. The Store denies liability.
Required:
Is the Store liable according to
1. The Uniform Sales Act? Explain.
2. The Uniform Commercial Code? Explain.
Number 7 (Estimated time—-25 to 30 minutes)
The Cover Manufacturing Corporation was formed on January 1, 1964 for the 
purpose of manufacturing and selling umbrellas. You are engaged in the ex­
amination of its financial statements as of December 31, 1964.
Part a.
Required:
Discuss the legal status of each of the following expenses and name all of 
the documents or records that you might examine for authorization of each.
1. Directors’ compensation.
2. Officers’ salaries.
3. Promoters’ organization expenses.
Part b. During your examination you discovered that the president of the 
Corporation, who is also the principal stockholder, had committed the Corporation 
to a partnership agreement with Harry Gore. The partnership, formed for the 
purpose of importing and selling umbrellas, began operation on April 1, 1964. 
Required:
Discuss the legal significance of your discovery.
Part c. Your examination of the account, Stock Subscriptions Receivable, dis­
closed that the account included amounts applicable to some subscriptions made
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before and some made after the Corporation was formed. You examined cor­
respondence received from both types of subscribers in which it was requested 
that subscriptions be cancelled. No action has been taken to cancel or to collect 
these subscriptions.
Required:
Discuss the balance sheet presentation of the subscriptions that the subscribers 
have requested be cancelled; include a discussion of the legal status of the sub­
scriptions.
Number 8  (Estimated time— 20 to 25 m inutes)
Part a. Keen, a certified public accountant and sole practitioner, was retained by 
Arthur and Son, a partnership, to audit the company books and prepare a report 
on the financial statements for submission to several prospective partners as part 
of a planned expansion of the firm. Keen’s fee was fixed on a per diem basis. 
After a period of intensive work, Keen had completed about half of the necessary 
field work when he suffered a paralyzing stroke. He was forced to abandon all 
his work and in fact retired from the profession. The planned expansion of the 
firm failed to materialize because the prospective partners would act only upon 
the basis of the report which Keen was to have submitted and lost interest when 
the report was not available.
R equired:
1. Arthur & Son sues Keen for breach of his contract. Will it recover? Explain.
2. Keen sues Arthur & Son for his fee for the work he was able to complete or, 
in the alternative, for the reasonable value of the services performed. Will he 
recover? Explain.
3. Arthur & Son demand from Keen all of the working papers relative to the 
engagement including several cancelled checks, the articles of copartnership and 
some other records of the firm. Will the firm succeed in its demand? Explain.
Part b. Give a detailed account of the nature of the certified public accountant’s 
legal responsibility to (1) clients and (2) third parties as to skill and care in per­
forming an engagement and submitting a report.
EXAMINATION IN THEORY OF ACCOUNTS 
May 14, 1965; 1:30 p.m. to 5 p.m.
All questions are required.
Number 1 (Estimated time— 25 to 30 minutes)
One of the following graphs describes the behavior of the cost, expense, income 
or valuation amount that would appear on a series of annual financial statements 
for each of the following independent situations. All policy decisions and events 
that caused changes in the behavior patterns of the charted amounts took place 
in the middle of the time span portrayed in the graphs.
The vertical axes of the graphs represent the annual dollar amount of cost, ex­
pense income or valuation, as the case may be, and the horizontal axes represent 
the passage of time. The axes intersect at zero.
R equired:
For each of the following items, select the graph which best describes the be­
havior of the cost, expense, income or valuation amount, as the case may be. A 
graph may be selected for more than one answer.
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1. Interest income on sinking fund investments, where annual payments to 
the fund were constant.
2. Inventory valuation, where sales volume was constant, prices were constant, 
and the inventory turnover ratio was steadily increasing.
3. Inventory valuation, where inventory quantities were constant, prices were 
rising steadily, and the valuation basis was changed from FIFO to LIFO.
4. Cost of goods sold, where physical inventory and sales quantities were con­
stant, prices were rising steadily, and the inventory valuation basis was changed 
from FIFO to LIFO.
5. Bond interest expense, where the original 5% bonds, issued at a discount 
and amortized on the straight-line basis, were refunded at maturity by the 
issuance of new 5% bonds at face value.
6. Finished goods inventory valuation, where inventory quantities were con­
stant, costs were constant, and the valuation basis was changed from absorption 
costing to direct costing.
7. Deferred income tax liability, where accounting depreciation was recorded 
on a straight-line basis, tax depreciation was recorded on an accelerated basis, 
and the investment in depreciable assets increases by the same amount each year.
8. Cost depletion charges to income, where quantities mined were decreasing 
and quantities sold were constant.
9. Bonds payable, where 5% bonds were sold to yield 6% and the bond 
liability was carried at its effective amount.
10. Cost of goods sold, where prices were constant, quantities sold were de­
clining steadily, and the inventory valuation method was changed from LIFO to 
FIFO.
11. Capital stock outstanding, where the payment of cash dividends replaced 
the distribution of stock dividends.
12. Inventory valuation, where inventory quantities were constant, prices were 
rising steadily, and the valuation basis was changed from base stock to FIFO.
13. Gross margin, where sales volume was constant, prices were constant, 
and the basis for valuing finished goods was changed from absorption costing to 
direct costing.
14. Accumulated depreciation, where there were no additions or retirements, 
accelerated depreciation was used, and the assets became fully depreciated.
15. Bond interest expense, where the original 5% bonds, issued at face value, 
were refunded at maturity by the issuance of new 6% bonds to yield 6½ %, with 
the difference between face value and the proceeds being amortized on the 
straight-line basis.
16. Bond interest expense, where the original 5% bonds, sold to yield 6% to 
maturity and amortized on the straight-line basis, were refunded at maturity 
by the issuance of new 6% bonds at face value.
17. Bond interest expense, where the original 6% bonds, sold to yield 5% , 
were refunded at maturity by the issuance of new 6% bonds, also sold to yield 
5% , and where the difference between face value and the proceeds on both issues 
has been amortized on the straight-line basis.
18. Bad debt expense, where sales volume was constant, sales prices were
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increasing steadily, and the bad debts experience rate was changed from two to 
one per cent of sales.
Number 2  (Estimated time— 30 to 35 minutes)
Part a. By-products which require no additional processing after the point of 
separation are often accounted for by assigning to them a value of zero at the 
point of separation and crediting cost of production as sales are made. 
Required:
1. Justify the treatment.
2. Discuss the possible shortcomings of the treatment.
Part b. The LaBreck Company’s joint cost of producing 1,000 units of product A, 
500 units of product B and 500 units of product C is $100,000. The unit sales 
values of the three products at the split-off point are product A— $20; product B—  
$200; product C— $160. Ending inventories include 100 units of product A, 
300 units of product B, and 200 units of product C.
Required:
1. Compute the amount of joint cost that would be included in the ending 
inventory valuation of the three products (a) on the basis of their relative sales 
value and (b) on the basis of physical units.
2. Discuss the relative merits of each of these two bases of joint cost allocation 
(a) for financial statement purposes and (b) for decisions about the desirability 
of selling joint products at the split-off point or processing them further.
Number 3 (Estimated time— 25 to 30 minutes)
Revenue is usually recognized at the point of sale. Under special circumstances, 
however, bases other than the point of sale are used for the timing of revenue 
recognition.
Required:
a. Why is the point of sale usually used as the basis for the timing of revenue 
recognition?
b. Disregarding the special circumstances when bases other than the point of 
sale are used, discuss the merits of each of the following objections to the sale* 
basis of revenue recognition:
1. It is too conservative because revenue is earned throughout the entire proc­
ess of production.
2. It is not conservative enough because accounts receivable do not represent 
disposable funds, sales returns and allowances may be made, and collection and 
bad debt expenses may be incurred in a later period.
c. Revenue may also be recognized (1) during production and (2) when cash
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is received. For each of these two bases of timing revenue recognition give an 
example of the circumstances in which it is properly used and discuss the ac­
counting merits of its use in lieu of the sales basis.
Number 4  (Estimated time— 25 to 30 minutes)
A small but growing road building contractor would like to bid on a contract 
to rebuild and surface 10.6 miles of road. The job is considerably larger than any 
he has attempted in the past and, if he wins the contract, he estimates that he 
will need a $100,000 line of credit for working capital.
The contractor’s most recent statement of financial position shows that he has a 
net worth of $170,000, of which $110,000 represents the book value of road 
building equipment. Most of the equipment was acquired a few years ago at a 
bankruptcy sale. The equipment has a current fair value several times as great 
as book value.
The contractor knows that his bank will not give him a $100,000 line of credit 
on the basis of a position statement which shows his net worth at $170,000. He 
wants to adjust his accounting records to show the current fair value of the equip­
ment and to prepare a revised position statement.
Required:
a. List the factors that, alone or in combination, may have caused the difference 
between the book value and the current fair value of the equipment.
b. The current fair value of fixed assets may be estimated by using one of the 
following methods:
1. Reproduction cost.
2. Replacement cost.
3. Capitalization of earnings.
Describe each of the three methods of estimating the current fair value of fixed 
assets and discuss the possible limitations of each.
c. Discuss the propriety of adjusting the accounting records to show the fair 
value of the equipment and preparing a revised position statement. Suggest a pos­
sible alternative approach. Your answer should take into consideration the fac­
tors that may have caused the difference between the book value and the current 
fair value of the equipment.
Number 5 (Estimated time— 25 to 30 minutes)
For various reasons a corporation may issue rights to purchase shares of its 
common stock at specified prices which, depending on the circumstances, may be 
less than, equal to, or greater than the current market price. For example, rights 
may be issued
1. To existing stockholders on a pro rata basis.
2. To certain key employees under a qualified stock option plan.
3. To purchasers of the corporation’s bonds.
Theory of Accounts 253
Required:
For each of the above three examples of how stock rights are used
a. Explain why they are used.
b. Discuss the significance of the price (or prices) at which the rights are issued 
(or granted) in relation to (1) the current market price of the company’s stock 
and (2) the length of time over which they can be exercised.
c. Describe the information that should be disclosed in financial statements, 
or notes thereto, which are prepared when stock rights are outstanding in the 
hands of the above three groups.
Number 6 (Estimated time— 20 to 25 minutes)
After securing lease commitments from several major stores, Gercken-Rees 
Shopping Center, Inc. was organized and built a shopping center in a growing 
suburb.
The shopping center would have opened on schedule on January 1, 1964 if 
it had not been struck by a severe tornado in December; it opened for business 
on October 1, 1964. All of the additional construction costs which were incurred 
as a result of the tornado were covered by insurance.
In July 1963, in anticipation of the scheduled January opening, a permanent 
staff was hired to promote the shopping center, obtain tenants for the uncom­
mitted space, and manage the property.
A summary of some of the costs incurred in 1963 and the first nine months of 
1964 follows:
January 1, 1964 
through
1963 September 30, 1964
Interest on mortgage b o n d s.......................  $30,000 $45,000
Cost of obtaining ten an ts .........................  14,000 29,000
Promotional advertising ............................ 17,000 17,000
The promotional advertising campaign was designed to familiarize shoppers 
with the Center. Had it been known in time that the Center would not open until 
October 1964, the 1963 expenditure for promotional advertising would not have 
been made. The advertising had to be repeated in 1964.
All of the tenants who had leased space in the shopping center at the time of 
the tornado accepted the October occupancy date on condition that the monthly 
rental charges for the first nine months of 1964 be cancelled.
Required:
Explain how each of the above costs for 1963 and the first nine months of 1964 
should be treated in the accounts of the shopping center corporation. Give the 
reasons for each treatment.
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Number 7 (Estimated time——25 to 30 minutes)
The Revenue Act of 1962, amended by the Revenue Act of 1964, provides for 
an “investment tax credit.” Two methods of accounting for investment credits are 
(1) reduction in a cost otherwise chargeable in a greater amount to future ac­
counting periods and (2) reduction in taxes otherwise applicable to the income 
of the year in which the credit arises. Periodic income may differ materially de­
pending on which of these two accounting methods is selected.
Required:
a. Describe the above two methods of accounting for an investment credit. 
What is the effect of each on periodic income determination?
b. Present the arguments advanced for each method.
Examination, November, 1965
EXAMINATION IN ACCOUNTING PRACTICE— PART I 
November 3, 1965; 1:30 to 6:00  p.m.
GROUP I
Solve all problems in this group.
Number 1 (Estimated time— 35 to 45 minutes)
Instructions
On a separate answer sheet write the letter of your answer choice for each of 
the following questions. The answers should be selected in accordance with the 
current Internal Revenue Code and Regulations. Select only one answer for 
each question.
An example of the manner in which the questions should be answered is shown 
in the following illustration:
Question
X X  In 1964 Gloria Corporation had a net income of $10,000 before 
provision for income taxes. Included in the net income were $50 
interest earned by a savings account and $150 interest paid on 
Middletown School Bonds. Gloria Corporation’s 1964 taxable 
income is
a. $ 9,800.
b. $ 9,850.
c. $ 9,950.
d. $10,000.
e. None of the above.
Answer Sheet
XX b.
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Questions to be Answered
1. John Aber, who was employed by Ashton Corporation, died suddenly on 
July 1, 1965. Although the Corporation was not legally obligated to pay any­
thing to his widow, management decided to pay her $1,000 on August 1, 1965 
an amount equal to his salary for one month. For 1965 the payment would be
a. Taxable income to Mrs. Aber and an expense deduction for the Cor­
poration.
b. Nontaxable income to Mrs. Aber and an expense deduction for the 
Corporation.
c. Nontaxable income to Mrs. Aber and a nondeductible expense for the 
Corporation.
d. Included in the corpus of Aber’s estate and an expense deduction for 
the Corporation.
e. None of the above.
2. Robert Bato’s salary for 1965 is $15,000. During the year he sustained a 
net loss of $4,000 from the sale of securities that he had owned for more than 6 
months. The securities paid no interest or dividends during the year. His adjusted 
gross income for 1965 is
a. $15,000.
b. $14,000.
c. $13,000.
d. $11,000.
e. None of the above.
3. Carlton, who has operated a business as a proprietorship for a number of 
years, agreed to transfer an interest in the business to Dodd. The C & D Cor­
poration was formed to continue the business, and the following transfers were 
made on July 1, 1965:
Property 
Investor Invested
Adjusted 
Tax Basis
Fair Market 
Value
Par Value of 
Stock Received
Carlton
Dodd
Realty
Cash
$70,000 $125,000
$125,000
$100,000
$100,000
This transaction would require Carlton to report on his 1965 personal income 
tax return
a. A long-term capital gain of $55,000.
b. A long-term capital gain of $30,000.
c. Ordinary income of $30,000.
d. No capital gain or ordinary income.
e. None of the above.
4. Eliot Everett purchased 100 shares of Emperor Company stock for $24 
per share in 1960. On August 1, 1965 he received 100 stock rights entitling him 
to buy 25 shares of Emperor stock at $30 per share. At the time he received the 
rights the stock was selling for $34 per share ex-rights and the rights for $1 each.
Everett was financially unable to exercise the rights so he let them expire on Sep­
tember 30, 1965. As a result for 1965 he would report
a. A long-term capital loss of $100.
b. A short-term capital loss of $100.
c. A long-term capital loss of $150.
d. A short-term capital loss of $150.
e. None of the above.
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5. Robert Ford files a joint return with his wife Clara. During 1965 they re­
ceived taxable cash dividends of $550 from domestic corporations on stock owned 
jointly. The amount of dividends they would include in their 1965 adjusted gross 
income is
a. $350.
b. $450.
c. $500.
d. $550.
e. None of the above.
6. Refer to question “5” above. The amount of the “dividends received credit” 
the taxpayers can claim for 1965 is
a. $ 7.
b. $ 9.
c. $11.
d. $14.
e. None of the above.
7. Ralph Glim purchased 10 shares of Astro Corporation stock at $87 per 
share on May 1, 1964. On April 1, 1965, when the stock was selling at $97 per 
share, he gave the stock to his son George. George sold the stock for $117 per 
share on June 1, 1965.
For 1965 George would report a
a. Long-term capital gain of $200.
b. Short-term capital gain of $200.
c. Long-term capital gain of $300.
d. Short-term capital gain of $300.
e. None of the above.
8. During 1965 the following amounts were paid as salaries by The George 
Held Company, a proprietorship: Employee A, $5,000; employee B, $4,200; 
George Held (proprietor), $7,000; Mrs. George Held (wife of proprietor), $4,500. 
For 1965 The George Held Company would pay F.I.C.A. taxes on salaries totaling
a. $ 9,000.
b. $12,000.
c. $13,500.
d. $18,300.
e. None of the above.
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9. Herman Indo, 67 years old, sold his residence in 1965 for $40,000 less a 
broker’s commission of $2,000. The house had been his sole residence and he had 
lived in it continuously for the past nine years. The adjusted basis of the house 
was $34,200. He decided not to buy another residence. The smallest amount of 
the gain that could be reported as subject to capital gains tax is
a. —  0— .
b. $1,800.
c. $2,000.
d. $3,800.
e. None of the above.
10. Mrs. John James had a diamond ring stolen while she was vacationing 
with her husband. The ring, which cost $500, had a fair market value of $300. 
It was not insured against theft. In itemizing deductions on a joint return, they 
could deduct a theft loss of
a. $100.
b. $200.
c. $300.
d. $500.
e. None of the above.
11. John King paid the following taxes in 1965:
State income ta x e s .......................................... $400
City personal property t a x .............................. 30
Real estate taxes on hunting lo d g e ...............  250
State car and driver’s license..........................  20
State gasoline tax .......................................... 40
State cigarette tax .......................................... 25
T o ta l.............................................................. $765
In itemizing deductions on his tax return he would claim a deduction for taxes 
paid of
a. $470.
b. $495.
c. $720.
d. $740.
e. None of the above.
12. Gaylord Long, a widower, established a trust for his daughter, Jane, who 
was 14 years old. The trust was to be administered by Alexander George, and all 
income was to be paid to Jane to be used for the bulk of her living expenses at 
boarding school and college. The trust was to run for eight years; at the end of 
that time the trust corpus was to revert to Gaylord Long, who reserved the right 
to change the beneficiary any time he so desired.
The income from this trust is taxable to
a. Gaylord Long.
b. Alexander George.
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c. Jane Long.
d. The trust.
e. None of the above.
13. Joseph Mann operates a retail store in a building that he leased on January 
1, 1965 for 10 years. At the inception of the lease he made certain interior lease­
hold improvements, which are usually serviceable for 15 years, at a cost of $6,000. 
Mann is uncertain about exercising the option contained in the lease to renew the 
lease for another 10 years beginning in 1975. The remaining life of the building 
for income tax purposes in the hands of the owner is 12 years.
For 1965 Mann may claim amortization of the leasehold improvements of
a. $300.
b. $400.
c. $500.
d. $600.
e. None of the above.
14. Henry Nicholas purchased a piece of land in 1960 for $20,000 and sold 
the land in 1965 for $40,000.Nicholas is not a dealer in real estate. The purchaser 
assumed a $10,000 mortgage with which the land was encumbered, paid Nicholas 
$6,000 in cash in 1965, and will pay four annual payments of $6,000 beginning 
in 1966. In reporting the transaction in 1965 as an installment sale, Nicholas 
would report
a. Ordinary income of $3,000.
b. Ordinary income of $4,000.
c. A long-term capital gain of $3,000.
d. A long-term capital gain of $4,000.
e. None of the above.
15. Henry Papp was absent from work for 4 weeks in 1965 because of an ill­
ness that required him to be hospitalized. His employer paid him one half of his 
salary of $250 per week under a wage continuation plan for the 4 weeks that he 
was ill. For 1965 Papp should exclude from his gross income sick pay of
a. $250.
b. $300.
c. $400.
d. $500.
e. None of the above.
16. Richard Quib, a bachelor with an adjusted gross income of $10,000 in 
1965, paid the following medical expenses in 1965 for his dependent mother, Mrs. 
George Quib, who is 67, and for himself.
Richard Quib Mrs. George Quib
D o c to r ..................................................................  $350 $300
Hospitalization insurance.................................  50 100
Medicine and d ru g s..........................................  130 90
260 Examination Questions—N ovember, 1965
In itemizing his deductions for 1965 Quib should claim a medical expense 
deduction of
a. $230.
b. $530.
c. $620.
d. $720.
e. None of the above.
17. Norman Spero contributed $5,000 in 1965 to the American Red Cross 
in memory of his father who died during the year. This was his sole 1965 con­
tribution. The contribution was paid out of funds of $15,000 received in a be­
quest from his father’s estate. Spero’s adjusted gross income for 1965 is $12,000. 
In itemizing his deductions for 1965, Spero may claim a deduction for contri­
butions of
a. —0—.
b. $2,400.
c. $3,000.
d. $3,600.
e. None of the above.
18. Allen and Backer organized a partnership on January 1, 1965. Allen con­
tributed $25,000 in cash. Backer contributed land with an adjusted basis to him of 
$2,000 and a building with an adjusted basis to him of $10,000. The fair market 
values were $5,000 for the land and $25,000 for the building. The remaining useful 
life of the building on January 1, 1965 was 10 years. The partnership computes 
depreciation under the straight-line method.
The depreciation deduction for Backer’s contribution for 1965 is
a. $1,000.
b. $1,200.
c. $2,500.
d. $3,000.
e. None of the above.
19. Appel contributed $23,000 and Corr contributed $5,000 on January 1, 
1965 to form a partnership. Profits and losses were to be shared equally. Each 
withdrew $3,000 during the year. The partnership’s operating loss for 1965 is 
$7,000. Corr’s share of the loss allowable to him in 1965 is
a. $ 500.
b. $ 700.
c. $2,000.
d. $3,500.
e. None of the above.
20. The partnership, Moore & Moore, had distributable income of $5,000 
before consideration of a $2,000 contribution to the Community Chest. The net 
distributable income of the partnership for income tax purposes for the year is
a. $3,000.
b. $3,500.
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c. $4,000.
d. $5,000.
e. None of the above.
Number 2 (Estimated time— 45 to 55 minutes)
Waning Corporation, the parent company, has a substantial interest in Thriving 
Corporation. The earnings of Waning Corporation have been declining in recent 
years and the prospects for growth are poor. Conversely, Thriving Corporation 
has been prospering and the prospects for growth are excellent.
For management purposes the two corporations are to be merged as of July 1,
1965. The following facts are available as of June 30, 1965:
1. Both corporations have only one class of capital stock outstanding. Waning 
Corporation owns 72% of Thriving Corporation’s capital stock.
2. Net book value of capital stock:
Waning Corporation (consolidated) .................. $1,415,000
Thriving Corporation .......................................... $1,230,000
3. Shares of capital stock outstanding:
Waning Corporation ............................................  80,000 shares
Thriving Corporation........................   100,000 shares
4. Each corporation has agreed to purchase the stock of dissenting stockholders 
at current market value. The following stock will be purchased on July 1, 1965 
prior to the merger and treated as treasury stock:
Waning Corporation —- 400 shares @ $20.00 per share 
Thriving Corporation—  10,000 shares @ $24.00 per share
5. The owners of Waning Corporation wish to exchange Waning Corporation 
capital stock for the Thriving Corporation capital stock held by the surviving 
minority interest on an equitable basis.
Required:
Taking into consideration the percentage change in ownership caused by the 
purchase of the treasury stock, prepare schedules to compute the total number of 
shares of Waning Corporation capital stock that would be exchanged for the 
Thriving Corporation’s capital stock held by minority interests on each of the 
following bases:
a. Current market value of stock. (Assume that the market price of the stock 
will not be affected by the treasury stock purchases.)
b. Net book value of stock.
Number 3 (Estimated time— 50 to 60 minutes)
The Decorator Paint Co., Inc. is a painting contractor specializing in painting 
commercial properties. The Company bookkeeper prepared the following trial 
balance:
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The Decorator Paint Co., Inc.
General Ledger TRIAL BALANCE 
At December 31, 1964
Cash—general account .................................................
Cash—imprest payroll account ................................
Inventory, January 1, 1964 ........................................
Trucks and equipment .................................................
Accum. deprec.—trucks and equipment ...................
Suspense ..........................................................................
Retained earnings .........................................................
Capital stock ..................................................................
Sales ................................................................................
Paint and supplies .......................................................
Subcontractors ................................................................
Labor ................... ...........................................................
Payroll taxes ..................................................................
Officer and other salaries ....................................
Other expenses .............................................................
Debit
$ 23,600 
1,000 
1,700 
24,800
75,000
9,800
210,000
8,500
23,000
16,500
$393,900
Credit
$ 10,100 
10,350 
5,450 
5,000 
363,000
$393,900
Your examination as of December 31, 1964 disclosed the following information:
1. The accounting records are generally maintained on a cash basis, and finan­
cial statements and income tax returns are prepared on an accrual basis. For finan­
cial and income tax reporting purposes the completed-contract method of account­
ing is employed.
2. The Company’s bank reconciliations showed outstanding checks totaling 
$1,400 for the general cash account and none for the payroll cash account. The 
payroll cash account is operated on the imprest basis with $1,000 as the fixed 
amount. The only other reconciling items arose from the Company’s method of 
treating payroll taxes.
At the end of each payroll period a check is deposited in the payroll cash ac­
count for the amount of the payroll taxes withheld from the employees and the 
employer’s portion of the payroll taxes. The employer’s portion is expensed when 
the check to be deposited is drawn. The bookkeeper draws checks on the payroll 
account to pay the payroll taxes when they are due, either monthly, quarterly or 
annually. The following amounts, which you determined to be correct from your 
audit of the payroll and related taxes, are on deposit in the payroll cash account:
a. $1,100 for December F.I.C.A. taxes.
b. $2,100 for December Federal withholding tax.
c. $ 900 for 4th quarter state unemployment tax.
d. $ 800 for 1964 Federal unemployment tax.
In addition the Company has on hand depository receipts totaling $6,300 cover­
ing October and November F.I.C.A. and withholding taxes.
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3. The bookkeeper maintains a cost analysis job record. The records for De­
cember jobs follow:
Direct
Job
No. Status
Contract
Price
Paid
Billings
Unpaid
Billings
Paint
Used
Labor
Charged
Subcontracts
Charged
602 Closed $8,000 $1,800 $6,200 $ 650 $5,100 $700
603 Open 9,800 3,000 1,000 400 3,200 500
604 Closed 9,000 1,700 7,300 1,200 6,700 —
605 Open 6,000 700 1,500 300 1,000 —
606 Closed 4,500 4,500 — 550 2,450 —
Your audit of the job records disclosed there are no other “open” jobs. The 
amount shown as “Subcontracts Charged” is the subcontractor’s billing. For esti­
mating purposes, your client adds 10% to the subcontractor’s estimate. The sub­
contractor’s invoice for job #602 had not been paid at year end. In addition a 
subcontractor’s invoice for $200 for job #604 had not been received.
The Company has consistently considered expenses such as insurance, payroll 
taxes, and administrative expenses as period costs.
4. The physical inventory of paint amounted to $2,100. Prior years’ experi­
ence has been that about one third of the paint on hand at year end is discarded 
during the following year.
5. The Company paid the country club expenses of $1,600 for Mr. Frank, 
the Company president, in accordance with an action of the board of directors. 
The Company also reimbursed him in 1964 for the $600 cost of his country 
club membership noninterest bearing bond in 1962 when he joined the club; it 
will be refunded when he leaves the club. These expenditures were charged to 
Other Expenses. Mr. Frank has kept records which show that 40% of his country 
club expenses were incurred in connection with entertainment of business asso­
ciates.
6. To obtain additional working capital for the Corporation, Mr. Frank bor­
rowed $10,000 from his life insurance company by taking advantage of the 
cash loan provision of his life insurance policy and turned the proceeds over 
to the Corporation as a loan. The Corporation does not pay the premiums on 
the policy. The bookkeeper recorded the transaction in the Suspense account.
7. The following schedule was extracted from the Corporation’s income tax 
return for 1963. The books and the tax return were in agreement.
Description
Date
Acquired Cost
Prior
Depre­
ciation Life
Depre­
ciation 
This Year
Truck #1 ................. .........  1 /1 /6 0 $ 3,000 $1,500 6 yrs. $ 500
Truck #2 ................. ......... 7 /1 /61 3,600 900 6 yrs. 600
Misc. equipment . . . . ......... 1 /1 /59 12,000 3,600 10 yrs. 1,200
Office equipment . . . . ......... 1 /1 /59 2,000 1,600 10 yrs. 200
$20,600 $7,600 $2,500
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You determined the following:
a. Truck #1 was sold to an employee on July 1 for $350 cash. The proceeds 
were applied to the purchase of a new truck, #3, which was invoiced by a dealer 
at a price of $4,200. The Corporation paid cash for the new truck. The sale of 
truck #1 was placed in Suspense. The new truck has an estimated life of 6 years.
b. All depreciation is computed by the straight-line method. The bookkeeper 
has not recorded any depreciation for 1964.
8. The current income tax rate is 50%. The Corporation does not have a net 
operating loss carryover. The president of the Corporation prefers to treat invest­
ment credits as a reduction in taxes otherwise applicable to the income of the 
year in which the credits arise.
Required:
Prepare a worksheet to determine the financial statements that will accompany 
your report. Formal journal entries are not required. Number your adjusting 
entries. Supporting computations should be in good form.
Number 4  (Estimated time— 40 to 50 minutes)
The president of Beth Corporation, which manufactures tape decks and sells 
them to producers of sound reproduction systems, anticipates a 10% wage in­
crease on January 1 of next year to the manufacturing employees (variable labor). 
He expects no other changes in costs. Overhead will not change as a result of 
the wage increase. The president has asked you to assist him in developing the 
information he needs to formulate a reasonable product strategy for next year.
You are satisfied by regression analysis that volume is the primary factor affect­
ing costs and have separated the semivariable costs into their fixed and variable 
segments by means of the least-squares criterion. You also observe that the begin­
ning and ending inventories are never materially different.
Below are the current year data assembled for your analysis:
Current selling price per unit ..............................  $ 80.00
Variable cost per unit:
Material ..................... ................ ......................................................... $ 30.00
Labor ............................................................................................... .... 12.00
Overhead .............................................................................................  6.00
Total ......................... ................................. ...................................  $ 48.00
Annual volume of sa les ........... ..................... .. ................................  5,000 units
Fixed co sts ......................... ........................... .......................................... $51,000
Required:
Provide the following information for the president using cost-volume-profit 
analysis:
a. What increase in the selling price is necessary to cover the 10% wage in­
crease and still maintain the current profit-volume-cost ratio?
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b. How many tape decks must be sold to maintain the current net income if 
the sales price remains at $80.00 and the 10% wage increase goes into effect?
c. The president believes that an additional $190,000 of machinery (to be 
depreciated at 10% annually) will increase present capacity (5,300 units) by 
30%. If all tape decks produced can be sold at the present price and the wage 
increase goes into effect, how would the estimated net income before capacity 
is increased compare with the estimated net income after capacity is increased? 
Prepare computations of estimated net income before and after the expansion.
GROUP II
Estimated time—-50 to 60 minutes
Solve one of the two problems in this group.
If both are solved, only the first will be considered.
Number 5
Under your guidance as of January 1, 1965 the Little Corner Sporting Goods 
Store installed the retail method of accounting for its merchandise inventory.
When you undertook the preparation of the Store’s financial statements at 
June 30, 1965, the following data were available:
Cost Selling Price
Inventory, January 1 .................................. ..............  . . .  $26,900 $ 40,000
Markdowns .............................      10,500
Markups ............................     19,500
Markdown cancellations .................     6,500
Markup cancellations ..........................................   4,500
Purchases ..........................................................................  86,200 111,800
Sales ..................................................    122,000
Purchase returns and allowances ........ ....................... 1,500 1,800
Sales returns and allowances .......................    6,000
Required:
a. Prepare a schedule to compute the Little Comer Sporting Goods Store’s 
June 30, 1965 inventory under the retail method of accounting for inventories. 
The inventory is to be valued at cost under the LIFO method.
b. Without prejudice to your solution to part “a,” assume that you computed 
the June 30, 1965 inventory to be $44,100 at retail and the ratio of cost to retail 
to be 80%. The general price level has increased from 100 at January 1, 1965 
to 105 at June 30, 1965.
Prepare a schedule to compute the June 30, 1965 inventory at the June 30 
price level under the dollar-value LIFO method.
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Number 6
The will of Albert Brown, deceased, directed that his executor, Charles Daw­
son, liquidate the entire estate within two years of the date of Mr. Brown’s death 
and pay the net proceeds and income, if any, to the Sunnydale Orphanage. Mr. 
Brown, who was a bachelor, died on February 1, 1964 after a brief illness.
An inventory of the decedent’s property was prepared, and the fair market 
value of all items was determined. The preliminary inventory, before the com­
putation of any appropriate income accruals on inventory items, follows:
Fair Market 
Value
First National Bank checking account ............................................... $ 6,000
$60,000 City of Laguna School Bonds, interest rate 2% payable
January 1 and July 1, maturity date 7 /1 /6 8  ................................ 59,000
2,000 shares Jones Corporation capital sto ck ....................................  220,000
Term life insurance. Beneficiary—Estate of Albert B row n........... 20,000
Personal residence ($45,000) and furnishings ($5,000) ............... 50,000
During 1964 the following transactions occurred:
1. The interest on the City of Laguna School Bonds was collected. The Bonds 
were sold on July 1 for $59,000, and the proceeds and interest were paid to the 
Orphanage.
2. The Jones Corporation paid cash dividends of $1 per share on March 1 
and December 1, as well as a 10% stock dividend on July 1. All dividends were 
declared 45 days before each payment date and were payable to holders of record 
as of 40 days before each payment date. On September 2, 1,000 shares were sold 
at $105 per share, and the proceeds were paid to the Sunnydale Orphanage.
3. Because of a depressed real estate market the personal residence was rented 
furnished at $300 per month commencing April 1. The rent is paid monthly, in 
advance. Real estate taxes of $900 for the calendar year of 1964 were paid. The 
house and furnishings have estimated lives of 45 years and 10 years, respectively. 
The part-time gardener-handyman was paid four months’ wages totaling $500 
on April 30 for services performed and he was released.
4. The First National Bank checking account was closed and the balance of 
$6,000 was transferred to an estate bank account.
5. The term life insurance was paid on March 1 and deposited in the estate 
bank account.
6. The following disbursements were made:
a. Funeral expenses, $2,000.
b. Final illness expenses, $1,500.
c. April 15 income tax remittance, $700.
d. Attorney’s and accountant’s fees, $12,000.
7. On December 31, the balance of the undistributed income, except for $1,000, 
was paid to the beneficiary. The balance of the cash on hand derived from the 
corpus of the estate was also paid to the beneficiary on December 31.
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Required:
As of December 31, 1964 the executor resigned and waived all commissions. 
Prepare a Charge and Discharge Statement separately stated as to Principal and 
Income, together with its supporting schedules, on behalf of the executor of the 
Estate of Albert Brown for the period from February 1, 1964 through December 
31, 1964. The following supporting schedules should be included if needed:
1. Original Principal of Estate.
2. Gain or Loss on Disposal of Estate Assets.
3. Funeral, Administration and Other Expenses.
4. Debts of Decedent Paid.
5. Legacies Paid or Delivered.
6. Assets (Corpus) on Hand, December 31, 1964.
7. Income Collected.
8. Expenses Chargeable to Income.
9. Distributions of Income.
EXAMINATION IN ACCOUNTING PRACTICE— PART I 
November 4 ,  1965; 1:30 to 6:00  p.m.
All problems are required.
Number 1 (Estimated time—-40 to 50 minutes)
The Board of Education of the Victoria School District is developing a budget 
for the school year ending June 30, 1967. The budgeted expenditures follow:
Victoria School District
BUDGETED EXPENDITURES 
For the Year Ending June 3 0 ,  1967
Current operating expenditures:
Instruction:
General ...............................................................  $1,401,600
Vocational training ...... ...................................  112,000 $1,513,600
Pupil service:
Bus transportation ............................................. 36,300
School lunches ...................................................  51,700
Attendance and health service ............................
Administration .......................................................
Operation and maintenance of p lant...................
Pensions, insurance, etc...........................................
Total current operating expenditures...............
Other expenditures:
Capital outlays from revenues ............................
Debt service (annual installment and interest on
long-term debt) ...................................................
Total other expenditures ..................................
Total budgeted expenditures .......................................
88,000
14,000
46,000
208,000
154,000
$2,023,600
75,000
150,000
225,000
$2,248,600
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The following data are available:
1. The estimated average daily school enrollment of the School District is 
5,000 pupils including 200 pupils enrolled in a vocational training program.
2. Estimated revenues include equalizing grants-in-aid from the state of $150 
per pupil. The grants were established by state law under a plan intended to 
encourage raising the level of education.
3. The Federal government matches 60% of state grants-in-aid for pupils en­
rolled in a vocational training program. In addition the Federal government con­
tributes towards the cost of bus transportation and school lunches a maximum 
of $12 per pupil based on total enrollment within the school district but not to 
exceed 6-2/3% of the state per-pupil equalization grants-in-aid.
4. Interest on temporary investment of school tax receipts and rents of school 
facilities are expected to be $75,000 and are earmarked for special equipment 
acquisitions listed as “Capital outlays from revenues” in the budgeted expendi­
tures. Cost of the special equipment acquisitions will be limited to the amount 
derived from these miscellaneous receipts.
5. The remaining funds needed to finance the budgeted expenditures of the 
School District are to be raised from local taxation. An allowance of 9% of the 
local tax levy is necessary for possible tax abatements and losses. The assessed 
valuation of the property located within the School District is $80,000,000.
Required:
a. Prepare a schedule computing the estimated total funds to be obtained from 
local taxation for the ensuing school year ending June 30, 1967 for the Victoria 
School District.
b. Prepare a schedule computing the estimated current operating cost per 
regular pupil and per vocational pupil to be met by local tax funds. Assume that 
costs other than instructional costs are assignable on a per capita basis to regular 
and vocational students.
c. Without prejudice to your solution to part “a,” assume that the estimated 
total tax levy for the ensuing school year ending June 30, 1967 is $1,092,000. 
Prepare a schedule computing the estimated tax rate per $100 of assessed valua­
tion of the property within the Victoria School District.
Number 2 (Estimated time— 50 to 60 minutes)
Bisto Corporation manufactures valves and pumps for liquids. On December 1, 
1964 Bisto paid $25,000 to the Poplen Company for the patent for its Watertite 
Valve. Bisto planned to carry on Poplen’s procedure of having the Valve casing 
and parts cast by an independent foundry and doing the grinding and assembling 
in its own plant.
270 Examination Questions—November, 1965
Bisto also purchased Poplen’s inventory of the Valves at 80% of its cost to 
Poplen. The purchased inventory was comprised of the following:
Units
Raw material (unfinished casings and parts) ........................................  1,100
Work-in-process
Grinding (25% complete) .....................  800
Assembling (40% complete) .................................................................. 600
Finished Valves ...........................................................................................  900
Poplen’s cost accounting system provided the following unit costs:
Cost per Unit
Raw materials (unfinished casings and parts) .......................................  $2.00
Grinding costs ...............................................................................................  1.00
Assembling costs ...........................................................................................  2.50
Bisto’s cost accounting system accumulated the following costs for the month 
of December which do not include cost of the inventory purchased from Poplen:
Raw material purchases (casings and parts for 5,000 units) ......... $10,500
Grinding c o sts ...........................................................................................  2,430
Assembling c o sts ....................................................................................... 5,664
Bisto’s inventory of Watertite Valves at December 31, 1964 follows:
Raw material (unfinished casings and parts) ......................................  2,700
Work-in-process
Grinding (35% complete) ................................................................ 2,000
Assembling (33-1/3% complete) .....................................................  300
Finished Valves .......................................................................................  2,250
No Valves were spoiled or lost during the manufacturing process.
Required: (Bisto uses the process costing method in its accounting system.)
a. Prepare a schedule to compute the equivalent units produced and costs in­
curred per unit for the month of December 1964.
b. Prepare a schedule of inventories on the FIFO basis as at December 1 and 
31, 1964 setting forth by layers the number of units, unit costs and amounts. 
Show all supporting schedules in good form.
Number 3 (Estimated time— 50 to 60 minutes)
You have been engaged to prepare the income tax return of the Garner Manu­
facturing Corporation. The Corporation’s chief accountant furnished the following 
statement of income and retained earnings:
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The Garner Manufacturing Corporation
STATEMENT OF INCOME AND RETAINED EARNINGS 
For the Year Ended December 31, 1964
Net sa le s ................................................................................................  $950,600
Cost of goods s o ld ................................................................................. 780,000
Gross profit.........................................................................................  170,600
Selling and administrative expenses.....................................................  94,850
Net operating incom e........................................................................  75,750
Other income and (deductions), n e t .....................................................  (26,800)
Net incom e.........................................................................................  48,950
Retained earnings (deficit) January 1, 1964 ......................................  (143,000)
Writeoff of organizational expense .....................................................  (8,000)
Quasireorganization as of December 31, 1964 to eliminate deficit . 143,000
Gain on sale of production line machinery........................................  $20,000
Less related tax effec t..........................................................................  10,000 10,000
Retained earnings, December 31, 1964 ............................................  $ 50,950
Your investigation in connection with the preparation of the income tax return 
disclosed the following:
1. The sales reported in the income statement are net of a provision for sales 
returns and allowances. The provision is computed as 3% of gross sales. The 
January 1, 1964 balance in the Reserve for Sales Returns and Allowances account 
was $27,500 and the December 31, 1964 balance was $24,200.
2. An analysis of Other Income and Deductions follows:
Debit
(Credit)
Provision for 1964 income taxes ........................................................................  $36,800
Dividends received from U. S. Linte Mfg. Corporation, a nonaffiliated com­
pany ......................................................................................................................  (1,000)
Gain on sale of land to state highway department............................................  (4,000)
Severance damages received from state highway department .......................  (5,000)
T otal................................................................................................................  $26,800
3. An examination of the Corporation’s 1963 tax return by a revenue agent 
resulted in the disallowance as an expense of an expenditure of $6,000 for elec­
trical wiring. The agent allowed one-half year’s depreciation of $300 for 1963 
on the cost of the electrical wiring. The electrical wiring has not been recorded 
on the books as an asset.
4. The state highway department purchased a part of the Corporation’s land 
for use in an expressway project. The Corporation’s land had a tax basis of 
$20,000. The part taken had a tax basis of $12,000. The Corporation received 
$16,000 for the land and severance damages of $5,000. The Corporation is 
searching for another piece of land to replace the parcel sold.
5. The Corporation’s operations include mining acim, a mineral. The Cor­
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poration’s acim mining property was purchased in 1958 for $75,000 and was 
estimated to contain 25,000 tons of acim. In 1964 1,000 tons of acim were mined 
and the Corporation computed its gross income from mining to be $80,000. 
Cost depletion for 1964 is included in the cost of goods sold. The percentage de­
pletion rate for acim is 23% . The following percentage depletion was claimed 
in prior years:
1960 $ 3,000
1961 4,000
1962 5,000
1963 20,000
6. Machinery comprising an entire production line was sold to a foreign cor­
poration as of December 31, 1964 for $50,000. The production line had been 
installed on July 1, 1959 at a cost of $60,000 and was being depreciated over 
a 10-year life under the straight-line method. The production line that was sold 
was used sporadically during the breaking-in period of a new production line 
that was installed on July 1, 1964 at a cost of $100,000. The cost of the new line 
is being depreciated over a 10-year life under the straight-line method. The Com­
pany wishes to take the additional first-year 20% depreciation allowable on the 
purchase of qualified assets.
7. The Corporation was formed in 1955. Copies of prior years’ income tax 
returns and revenue agent reports reveal the following:
Taxable
Year Income (Loss)
1955 $(21,000)
1956 (66,000)
1957 (62,000)
1958 (31,000)
1959 (23,000)
1960 7,000
1961 8,000
1962 9,000
1963 41,000
8. The current tax rate is 50% on ordinary income and 25% on long-term 
capital gains.
Required:
Prepare a schedule computing The Garner Manufacturing Corporation’s lia­
bility for 1964 income taxes. The first item on your schedule should be “Net 
income per books— $48,950.” Supporting schedules should be presented in good 
form.
Number 4  (Estimated time— 40 to 50 minutes)
On January 1, 1964 Primo Corporation obtained a 100% interest in Secondo 
Corporation through an exchange of its capital stock for Secondo stock on a
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one-for-four basis. Primo stock was selling on the market for $7 per share at 
the time and the investment was recorded on this basis. The Primo stock ex­
changed was treasury stock that had been purchased for $4.50 per share. The 
decision was made to account for the combination of the two companies as a 
pooling of interests.
There was no market price available for Secondo stock when it was acquired 
by Primo. The book value of the Secondo stock was $1.60. The Primo board of 
directors justified the premium paid for the Secondo stock on the grounds that 
the value of the fixed assets was understated.
The balance sheets of the two corporations at December 31, 1964 are as fol­
lows:
Primo Corporation and Subsidiary
CONSOLIDATED BALANCE SHEET 
December 31, 1964
Cash....................................................................
Notes receivable...............................................
Accounts receivable.................................. ......
Inventories ................................................... ......
Plant, property and equipment ........................
Allowance for depreciation............................
Investment in Secondo Corporation ...........
Investment in Secondo Corporation bonds
Advance to Secondo Corporation............. .
Accrued interest receivable............................
Other assets ........................................
Total .........................................
Accounts payable ........................ ................ ..
Notes payable...................................................
Notes receivable discounted...........................
Accrued interest payable ................................
Accrued liabilities............................................
Advance from Primo Corporation...............
Bonds payable .................................................
Capital stock, $5 par v a lu e ............................
Capital stock, $1 par v a lu e ............................
Capital in excess of par va lue.......................
Retained earnings.............................................
Total .........................................................
The following information is available also:
Primo Secondo
Corporation Corporation
. $ 50,000 $ (1,800)
42,000
68,000 68,800
. 177,000 22,500
. 290,000 240,000
. (40,000) (60,000)
70,000
35,000
25,000
1,450
7,000 3,000
. $725,450 $272,500
. $ 85,400 $ 36,800
45,000
15,000
25,000
300 1,750
13,000 9,075
25,000
100,000
. 300,000
40,000
. 150,000
. 116,750 34,875
. $725,450 $272,500
1. Primo wired $13,000 to Secondo’s bank on January 2, 1965 to cover the 
cash overdraft and to provide cash for working capital. The $13,000 was in 
payment of accounts payable.
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2. Primo inventory is valued at cost by the FIFO method and Secondo’s in­
ventory is valued at cost by the LIFO method. Under the FIFO method Secondo’s 
inventory at cost would be $32,000. All of Secondo’s inventoriable purchases 
were made from Primo.
3. Intercompany sales during 1964 were as follows:
Sales
Primo to Secondo 
Secondo to Primo
A mount Markup
$480,000 25% of sales price
60,000 None
Unpaid at 
Year End
None
$24,000
4. On July 1, 1964 Primo sold Secondo a production machine for $8,000 
that had a net book value of $6,000 on Primo’s books. Depreciation for one-half 
year, computed by the straight-line method using a 10-year life for the machine, 
was recorded by Secondo.
5. Secondo’s notes payable include a $10,000, 5%, demand note payable to the 
president of Primo Corporation, who is not an officer of Secondo Corporation. The 
note is dated July 1, 1963, and interest is payable on July 1 and January 1. The 
remaining Secondo notes are noninterest bearing and are payable to Primo Cor­
poration who discounted them at the bank.
6. Secondo sold a $100,000, 6%, 10-year bond issue on April 1, 1964. In­
terest is payable on April 1 and October 1. Primo purchased Secondo bonds 
totaling $35,000 on the issue date. The October interest payment was made.
Required:
Prepare a worksheet for a consolidated balance sheet as of December 31, 1964 
for Primo Corporation and subsidiary. The consolidation is to be accounted for 
as a pooling of interests. Formal journal entries are not required.
Number 5 (Estimated time— 40 to 50 minutes)
Graystone Electronics Corporation’s sole activity in 1964 was a Federal govern­
ment fixed-price incentive contract awarded in January 1964. The Corporation’s 
prior government contracts were cost-plus-fixed-fee or firm fixed-price contracts 
which were completed by December 1963.
Provisions of the fixed-price incentive contract include the following:
1. Graystone is to construct 8 identical digital computers, deliveries to be 
made between July 1964 and June 1965.
2. The total contract target price is $780,000, which includes a target cost 
of $700,000. The total adjusted price cannot exceed a ceiling of $810,000.
3. The incentive clause states:
“The total adjusted price (final contract price) shall be established by adding
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to the total adjusted cost (final negotiated cost) an allowance 
follows:
WHEN THE TOTAL 
ADJUSTED COST IS:
Equal to the total target cost ..  
Greater than the total target cost
Less than the total target cost . .
for profit determined as
THE ALLOWANCE FOR
PROFIT IS :
Total target profit.
Total target profit less 20% of the 
amount by which the total adjusted 
cost exceeds the total target cost.
Total target profit plus 20% of the 
amount by which the total adjusted 
cost is less than the total target cost.”
The following information is available at December 31, 1964:
1. Costs accumulated on the contract:
Direct materials $170,000 
Direct labor 192,000
Overhead 240,000
Total $602,000
2. The estimated costs to complete the contract:
Direct materials $ 30,000 
Direct labor 48,000
Overhead 60,000
Total $138,000
3. Past experience indicates that 1% of the gross amount of accumulated over­
head charges will be disallowed by government auditors as contract costs. No 
provision has been made for this disallowance.
4. In addition to the estimated 1% disallowance in “3,” the following 1964 
costs will probably be disallowed:
a. Depreciation on excess equipment, $1,000. The equipment was sold in 
January 1965.
b. Special nonrecurring recruiting costs, $4,000.
5. The Corporation failed to take cash discounts totaling $2,000 in 1964. 
Lost discounts are credited to costs when found by government auditors. The 
Corporation treats cash discounts, when taken, as a reduction of costs.
6. All costs that will probably be disallowed have been treated consistently 
as period costs by the Corporation. Estimated allowable costs have been consistently 
allocated equally to identical units being manufactured under a contract.
7. Five computers were delivered in 1964 and billed at the target price. Prog­
ress payments of $75,000 were received for each computer delivered.
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Required:
a. Prepare a schedule computing the estimated total adjusted price (estimated 
final contract price) for the fixed-price incentive contract.
b. Prepare a schedule computing the work-in-process inventory at estimated 
cost at December 31, 1964.
c. Assume that the estimated total adjusted price determined in “a” was 
$800,000. Prepare a schedule computing the estimated total amount receivable 
from the Federal government at December 31, 1964 for the computers that were 
delivered.
EXAMINATION IN AUDITING 
November 4 ,  1965; 8 :30 a.m. to 1 2 :00 m.
GROUP I
Answer all questions in this group.
Number 1 (Estimated time— 20 to 25 minutes)
Your client is the Quaker Valley Shopping Center, Inc., a shopping center with 
30 store tenants. All leases with the store tenants provide for a fixed rent plus a 
percentage of sales, net of sales taxes, in excess of a fixed dollar amount computed 
on an annual basis. Each lease also provides that the landlord may engage a CPA 
to audit all records of the tenant for assurance that sales are being properly 
reported to the landlord.
You have been requested by your client to audit the records of the Bali Pearl 
Restaurant to determine that the sales totaling $390,000 for the year ended De­
cember 31, 1964 have been properly reported to the landlord. The Restaurant 
and the Shopping Center entered into a 5-year lease on January 1, 1964. The 
Bali Pearl Restaurant offers only table service. No liquor is served. During meal 
times there are four or five waitresses in attendance who prepare handwritten 
prenumbered restaurant checks for the customers. Payment is made at a cash 
register, manned by the proprietor, as the customer leaves. All sales are for cash. 
The proprietor also is the bookkeeper. Complete files are kept of restaurant checks 
and cash register tapes. A daily sales book and general ledger are also maintained. 
Required:
a. List the auditing procedures that you would employ to verify the total 
annual sales of the Bali Pearl Restaurant. (Disregard vending machine sales and 
counter sales of chewing gum, candy, etc.)
b. Prepare the auditor’s report that you would submit to the Quaker Valley 
Shopping Center, Inc. Assume that your examination of the records of the Bali 
Pearl Restaurant disclosed that sales were properly reported to the Shopping Center.
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Number 2 (Estimated time— 25 to 30 minutes)
In auditing the financial statements of a manufacturing company that were 
prepared from data processed by electronic data processing equipment, the CPA 
has found that his traditional “audit trail” has been obscured. As a result the 
CPA may place increased emphasis upon over-all checks of the data under audit. 
These over-all checks, which are also applied in auditing visibly posted accounting 
records, include the computation of ratios, which are compared to prior year 
ratios or to industry-wide norms. Examples of such over-all checks or ratios are 
the computation of the rate of inventory turnover and computation of the number 
of days’ sales in receivables.
Required:
a. Discuss the advantages to the CPA of the use of ratios as over-all checks 
in an audit.
b. In addition to the computations given above, list the ratios that a CPA 
may compute during an audit as over-all checks on balance sheet accounts and 
related nominal accounts. For each ratio listed name the two (or more) accounts 
used in its computation.
c. When a CPA discovers that there has been a significant change in a ratio 
when compared to the prior year’s ratio, he considers the possible reasons for 
the change. Give the possible reasons for the following significant changes in ratios:
1. The rate of inventory turnover (ratio of cost of sales and average inventory) 
has decreased from the prior year’s rate.
2. The number of days’ sales in receivables (ratio of average daily accounts 
receivable and sales) has increased over the prior year.
Number 3 (Estimated time— 25 to 30 minutes)
A company’s system of internal control (which consists of accounting and ad­
ministrative controls) is strengthened by including in the system procedures that 
have specific functions or purposes. For example, the system of internal control 
may include a voucher system that provides for all invoices to be checked for 
accuracy, approved for propriety, and recorded before being paid. The system 
reduces the likelihood that an invoice will be mislaid or the discount lost, and it 
provides assurance that improper or unauthorized disbursements are not likely 
to be made.
Required:
Give the purposes or functions of each of the following procedures or tech­
niques that may be included in a system of internal control, and explain how each 
purpose or function is helpful in strengthening accounting and administrative 
internal control.
a. Fidelity bonding of employees.
b. Budgeting of capital expenditures.
Auditing 279
c. Listing of mail remittances by the mail department when the mail is opened.
d. Maintaining a plant ledger for fixed assets.
Number 4  (Estimated time— 20 to 25 minutes)
Often an important aspect of a CPA’s examination of financial statements is 
his observation of the taking of the physical inventory.
Required:
a. What are the general objectives or purposes of the CPA’s observation of 
the taking of the physical inventory? (Do not discuss the procedures or techniques 
involved in making the observation.)
b. For what purposes does the CPA make and record test counts of inventory 
quantities during his observation of the taking of the physical inventory? Discuss.
c. A number of companies employ outside service companies who specialize 
in counting, pricing, extending and footing inventories. These service companies 
usually furnish a certificate attesting to the value of the inventory.
Assuming that the service company took the inventory on the balance sheet date,
1. How much reliance, if any, can the CPA place on the inventory certificate 
of outside specialists? Discuss.
2. What effect, if any, would the inventory certificate of outside specialists 
have upon the type of report the CPA would render? Discuss.
3. What reference, if any, would the CPA make to the certificate of outside 
specialists in his short-form report?
Number 5 (Estimated time— 25 to 30 minutes)
A CPA was engaged by the Alba Nursing Home to prepare, on the CPA’s 
stationery and without audit, financial statements for 1964 and its 1964 income 
tax return. From the accounting and other records he learned the following in­
formation about the Nursing Home:
1. The Alba Nursing Home is a partnership that was formed early in 1964. 
The Nursing Home occupies a large old mansion that stands on a sizeable piece 
of ground beside a busy highway. The property was purchased by the partnership 
from an estate that out-of-state heirs wanted to settle. The heirs were unfamiliar 
with the local real estate market and sold the property at the bargain price of 
$10,000 for the house and $5,000 for the land.
2. A few weeks after the purchase the partnership employed a competent 
independent appraisal firm that appraised the house at $100,000 and the land at 
$50,000.
3. The property was then written up on the partnership books to its appraisal 
value, and the partners’ capital accounts were credited with the amount of the 
write-up.
4. Additional funds were invested to convert the mansion to a nursing home, 
to purchase the necessary equipment and supplies, and to provide working capital.
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Required:
a. Assume that the CPA prepared the financial statements of the Alba Nursing 
Home from the accounting records, placed them on his stationery, and labeled 
each page “Prepared Without Audit.” In accordance with the client’s preference, 
the assets were reported only at appraisal values. Under the circumstances pre­
sented, what is the CPA’s responsibility, if any, to disclose the method of valuation 
of the assets? Discuss.
b. In this situation, how does the CPA’s responsibility for disclosure of the 
valuation basis of the assets differ, if at all, from the responsibility he would have 
had if he had made a typical examination of the financial statements?
c. In this situation, would it be proper for the CPA to prepare, and sign as 
preparer, the 1964 Federal income tax return of the partnership if the mansion is 
shown on the income tax return at its appraisal value? Discuss.
Number 6 (Estimated time—-30 to 35 minutes)
During your audit of the accounts of the Gelard Manufacturing Corporation, 
your assistant tells you that he has found errors in the computation of the wages 
of factory workers and he wants you to verify his work.
Your assistant has extracted from the union contract the following description 
of the systems for computing wages in various departments of the Company. The 
contract provides that the minimum wage for a worker is his base rate, which is 
also paid for any “down time,” time when the worker’s machine is under repair 
or he is without work. The standard work week is 40 hours. The union contract 
also provides that workers be paid 150% of base rates for overtime production. 
The Company is engaged in interstate commerce.
1. Straight piecework. The worker is paid at the rate of $.20 per piece produced.
2. Percentage bonus plan. Standard quantities of production per hour are 
established by the engineering department. The worker’s average hourly produc­
tion, determined from his total hours worked and his production, is divided by 
the standard quantity of production to determine his efficiency ratio. The efficiency 
ratio is then applied to his base rate to determine his hourly earnings for the period.
3. Emerson Efficiency System. A minimum wage is paid for production up to 
66-2/3% of standard output or “efficiency.” When the worker’s production ex­
ceeds 66-2/3% of the standard output, he is paid at a bonus rate. The bonus 
rate is determined from the following table:
Efficiency Bonus
Up to 66-2/3% 0%
66-2/3% - 79% 10%
80% - 99% 20%
100% - 125% 45%
Your assistant has prepared the following schedule of information pertaining 
to certain workers for a weekly payroll selected for examination:
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Worker
Wage Incentive 
Plan
Total
Hours
Down
Time
Hours
Units
Pro­
duced
Stan­
dard
Units
Base
Rate
Gross
Wages
Per
Books
Long Straight piecework 40 5 400 — $1.80 $ 82.00
Loro Straight piecework 46 — 455 (1) — 1.80 91.00
Huck Straight piecework 44 4 420 (2) — 1.80 84.00
Nini Percentage bonus 
plan 40 250 200 2.20 120.00
Boro Percentage bonus 
plan 40 180 200 1.90 67.00
Wiss Emerson 40 — 240 300 2.10 92.00
Alan Emerson 40 2 590 600 (3) 2.00 118.00
(1) Includes 45 pieces produced during the 6 overtime hours.
(2) Includes 50 pieces produced during the 4 overtime hours. The overtime, which 
was brought about by the “down time,” was necessary to meet a production dead­
line.
(3) Standard units for 40 hours production.
Required:
a. Prepare a schedule comparing each individual’s gross wages per books and 
his gross wages per your calculation. Computations of workers’ wages should be in 
good form and labeled with the workers’ names.
b. All the above errors, as well as others, were found in a weekly payroll selected 
for examination. The total number of errors was substantial. Discuss the courses 
of action you can take.
GROUP I
Estimated time— 25 to 35 minutes
Answer one of the two questions in this group.
If both are answered, only the first will be considered.
Number 7
The client’s cost system is often the focal point in the CPA’s examination of the 
financial statements of a manufacturing company.
Required:
a. For what purposes does the CPA review the cost system?
b. The Summerfield Manufacturing Company employs standard costs in its cost 
accounting system. List the audit procedures that you would apply to satisfy your­
self that Summerfield’s cost standards and related variance amounts are acceptable
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and have not distorted the financial statements. (Confine your audit procedures to 
those applicable to materials.)
Number 8
The Meyers Pharmaceutical Company, a drug manufacturer, has the following 
system for billing and recording accounts receivable:
1. An incoming customer’s purchase order is received in the order department 
by a clerk who prepares a prenumbered Company sales order form in which is 
inserted the pertinent information, such as the customer’s name and address, cus­
tomer’s account number, quantity and items ordered. After the sales order form 
has been prepared, the customer’s purchase order is stapled to it.
2. The sales order form is then passed to the credit department for credit ap­
proval. Rough approximations of the billing values of the orders are made in the 
credit department for those accounts on which credit limitations are imposed. 
After investigation, approval of credit is noted on the form.
3. Next the sales order form is passed to the billing department where a clerk 
types the customer’s invoice on a billing machine that cross-multiplies the number 
of items and the unit price, then adds the automatically extended amounts for the 
total amount of the invoice. The billing clerk determines the unit prices for the 
items from a list of billing prices.
The billing machine has registers that automatically accumulate daily totals of 
customer account numbers and invoice amounts to provide “hash” totals and con­
trol amounts. These totals, which are inserted in a daily record book, serve as pre­
determined batch totals for verification of computer inputs.
The billing is done on prenumbered, continuous, carbon-interleaved forms hav­
ing the following designations:
a. “Customer’s copy.”
b. “Sales department copy,” for information purposes.
c. “File copy.”
d. “Shipping department copy,” which serves as a shipping order. Bills of 
lading are also prepared as carbon copy by-products of the invoicing 
procedure.
4. The shipping department copy of the invoice and the bills of lading are then 
sent to the shipping department. After the order has been shipped, copies of the 
bill of lading are returned to the billing department. The shipping department copy 
of the invoice is filed in the shipping department.
5. In the billing department one copy of the bill of lading is attached to the 
customer’s copy of the invoice and both are mailed to the customer. The other copy 
of the bill of lading, together with the sales order form, is then stapled to the in­
voice file copy and filed in invoice numerical order.
6. A key punch machine is connected to the billing machine so that punched 
cards are created during the preparation of the invoices. The punched cards then 
become the means by which the sales data are transmitted to a computer.
The punched cards are fed to the computer in batches. One day’s accumulation
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of cards comprises a batch. After the punched cards have been processed by the 
computer, they are placed in files and held for about two years.
Required:
List the procedures that a CPA would employ in his examination of his selected 
audit samples of the Company’s
1. Typed invoices, including the source documents.
2. Punched cards.
(The listed procedures should be limited to the verification of the sales data being 
fed into the computer. Do not carry the procedures beyond the point at which 
the cards are ready to be fed to the computer.)
EXAMINATION IN COMMERCIAL LAW 
November 5 ,  1965; 8:30  a.m. to 12 m.
All questions are required.
Number 1 (Estimated time— 20 to 25 minutes)
Instructions
Each of the following numbered statements states a legal conclusion. You are 
to determine whether each legal conclusion is true or false according to general 
principles of insurance law. Write on a separate answer sheet whether each con­
clusion is true or false. Your grade will be determined by deducting your total of 
incorrect answers from your total of correct answers; if you omit an answer it will 
not affect either total.
An example of the manner in which the questions should be answered is shown 
in the following illustration:
Question
XX. The following elements are necessary to constitute a pledge:
1. Possession by the pledgor.
2. Property used to secure a loan or other obligation.
3. Either real or personal property.
4. A right of redemption retained by the pledgor.
5. Title retained by the pledgor.
Answer Sheet
1. False
2. True
3. False
4. True
5. True
Questions to be Answered
A. Property insurance is
1. A risk bearing contract.
2. A wager and thus subject to state gambling laws.
3. A type of investment similar to a purchase made in the futures market.
4. A kind of contract that is within the mandate of the Statute of Frauds.
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5. A protection which the policy holder can purchase against his own negli­
gence.
B. An ordinary life insurance contract
6. Is an indemnity contract.
7. Is an arrangement whereby the insured pays a premium and the insurer 
agrees to pay a specified sum of money at an uncertain time.
8. Is an example of a third party beneficiary contract.
9. Is required by numerous state statutes to provide a 30-day grace period 
for the payment of premiums beyond the actual due date.
10. Must be approved by the state in which it is sold.
C. A person seeking to insure another’s life
11. Is generally considered as making an offer to enter into an insurance 
contract with the insurer.
12. May not name himself as the beneficiary.
13. Must have an insurable interest in the life of the insured.
14. Must prove a blood relationship with the insured.
15. Must get the insured’s written consent as a condition precedent to the 
validity of the insurance contract.
D. A corporation has an insurable interest in
16. The lives of all of its employees.
17. The life of the senior partner of the CPA firm which performs its annual 
audit.
18. The life of a debtor to whom it has loaned money on general credit.
19. The life of any stockholder owning more than 5% of the outstanding 
preferred stock.
20. The lives of all of its key executives.
E. An insurable interest in real property is held by
21. The named heir of the owner.
22. A general creditor of the debtor-owner of the realty.
23. A person who has a mechanic’s lien on the property.
24. A stockholder of the corporation which owns the property.
25. A person who has a reversionary interest in the property created by an 
inter vivos trust.
F. As a general rule insurance law provides that
26. The insured may assign a fire insurance policy as security for a debt.
27. Life insurance policies are assignable.
28. The parties to a life insurance policy cannot prevent or limit its assign­
ment.
29. The named beneficiary of a life insurance policy has a vested interest in 
the policy unless the insured has reserved the right to change the bene­
ficiary.
30. The purchaser of real property covered by a fire insurance policy auto­
matically acquires an interest in the policy.
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G. An incontestable clause in a life insurance policy precludes the insurer from 
asserting the defense of
31. Lack of insurable interest.
32. Misstatement of fact.
33. Nonpayment of premiums.
34. Failure to file proof of death within the required period.
35. Suicide by the insured.
H. Property insurance usually protects the insured against
36. A loss from a fire that is used for ordinary purposes, i.e., a friendly fire.
37. A direct loss due to fire and loss resulting from a fire, such as smoke 
damage.
38. A loss caused by his own negligence.
39. A loss caused by the willful and wanton destruction of the property by 
a third person.
40. A loss caused by the willful and wanton destruction of the property by 
the insured.
I. The standard coinsurance clause
41. Is usually provided for in both life and property insurance policies.
42. Is designed to induce a property owner to insure his property at a higher 
percentage of its value than he might otherwise choose.
43. Is not applicable in the event of the total destruction of the property.
44. Is implied as a matter of law in fire insurance policies.
45. Allows the insured to recover only such percentage of the loss as the 
actual amount of insurance bears to the stated percentage of the fair 
market value of the property.
J. A suretyship relation.
46. Imposes upon the surety a primary obligation to the creditor.
47. Can arise by operation of law.
48. Is usually considered a type of contract within the Statute of Frauds.
49. Allows the surety to set off against the creditor a personal claim that he 
has against the creditor even though it did not arise out of the surety­
ship relation.
50. Allows the surety to set off against the creditor a personal claim that 
the surety has against the principal debtor.
K. A defense available to a surety against the creditor is
51. The minority of the principal debtor.
52. The insanity of the principal debtor.
53. The bankruptcy of the principal debtor.
54. Inducement of the contract by duress on the part of the creditor upon 
the principal debtor.
55. Material breach on the part of the creditor.
L. In a cosuretyship relation
56. The cosureties must be bound to answer for the same obligation of the 
principal debtor.
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57. The cosureties must be financially acceptable to each other.
58. The statute of limitations will begin to run in favor of the cosureties 
from the time of default by the principal debtor.
59. The right of subrogation is denied to the cosureties.
60. The cosureties will be able to avoid liability if there is a tender of per­
formance by the principal debtor.
Number 2 (Estimated time— 20 to 25 minutes)
Instructions
Each of the following numbered phrases or clauses states a legal conclusion as 
it completes the related lettered material. You are to determine whether each of 
the legal conclusions is true or false according to the general principles of con­
tract law and personal property law. Write on a separate answer sheet whether 
each conclusion is true or false. Your grade will be determined by deducting your 
total of incorrect answers from your total of correct answers; if you omit an an­
swer it will not affect either total.
Questions to be Answered
A. A third party creditor beneficiary contract
61. Must be in writing to satisfy that section of the Statute of Frauds which 
deals with a promise to answer for the debt of another.
62. Allows the creditor beneficiary to sue the promisor even though the 
promise was not made to him.
63. Vests the creditor beneficiary with greater rights than the promisee had 
because it cuts off defenses which the promisor could assert against the 
promisee.
64. Arises when it is intended that the beneficiary receive performance of 
the promise as a gift.
65. Gives the beneficiary the same legal rights as those acquired by an inci­
dental beneficiary.
B. Contracts in restraint of trade are
66. Generally void as a matter of public policy.
67. Considered to be illegal and therefore unenforceable, regardless of the 
extent of the restraint.
68. Considered to be unenforceable, but recovery is allowed in quasi con­
tract.
69. Legal only when made pursuant to statute.
70. Enforced by the courts if the restraint is reasonable in relation to time 
and area.
C. A court which finds a contract to be illegal
71. Because its performance contravenes a revenue raising statute will bar 
its enforcement.
72. Because its performance contravenes a regulatory statute will bar its 
enforcement.
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73. Will enforce its performance if it is satisfied that neither party knew of 
its illegal nature.
74. Will allow a party to recover whatever he has contributed if he can 
prove that he withdrew from the transaction prior to performance by 
the other party.
75. Will not permit enforcement if it finds the parties to be equally guilty.
D. Peter promises Edgar $100 reward if Edgar finds and returns to him his lost 
watch.
76. This is an example of a bilateral contract.
77. Acceptance of Peter’s offer will occur when Edgar finds and returns the 
watch.
78. If Peter can prove that the watch has a market value of $10, he will not 
have to pay the promised $100.
79. If Arthur hears about Peter’s offer from Edgar, Arthur will be able to 
collect the $100 upon finding and returning the watch to Peter.
80. When Edgar returns the watch to Peter, he can assign his right to collect 
the $100 to anyone he chooses.
E. Martin is a minor who entered into a contract with Andrews, an adult, for the 
purchase of an item which would not be considered by law as a necessary.
81. Only Martin can disaffirm this contract.
82. Andrews can enforce this contract against Martin or his parents.
83. Martin can disaffirm this contract only within a reasonable time after its 
execution.
84. Martin may not disaffirm this contract if the item has been destroyed.
85. Martin must pay the reasonable value of the goods from which he 
received benefits when he disaffirms.
F. If fraud is to be used as the basis for rescission of a contract,
86. The defendant must have made a misrepresentation relating to some 
material past or existing fact.
87. The plaintiff must prove knowledge of the falseness of the statement on 
the part of the defendant.
88. The plaintiff need not prove that the defendant made the representation 
with the intention that it would be acted upon by the plaintiff.
89. The plaintiff must have been damaged by the fraud.
90. The defendant can successfully defend if he can show lack of justifiable 
reliance on the part of the plaintiff.
G. A person who seeks to avoid a contract for the purchase of luxuries on the 
ground that he was mentally incompetent when the contract was made must
91. Have been judicially declared insane by a court.
92. Prove that he did not know that he was making a contract or did not 
understand the consequences of his action.
93. Prove that the seller was aware of the insanity.
94. Disaffirm the contract within a reasonable time after regaining his reason.
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95. Return the consideration received although the seller knew he was in­
sane and the contract is obviously unfair.
H. Ownership of personal property may be acquired by
96. Ownership of real property.
97. Finding lost property.
98. Being a bailee.
99. Purchase or barter.
100. Accession.
I. The following items constitute personal property:
101. The right to income on land.
102. A brick wall built around an undeveloped plot of land.
103. A liquidated account.
104. A quantity of nursery trees for planting but not as yet planted.
105. Lumber salvaged from a wrecked building.
J. The validity of a gift causa mortis, i.e., made in contemplation of impending 
death, depends upon
106. The intent to pass present title to the property.
107. The death of the donor occurring before the death of the donee.
108. The actual or constructive delivery of the property which is the subject 
matter of the gift.
109. The death of the donor from the existing cause which induced him to 
contemplate the gift.
110. The gift being made in contemplation of the approaching end of one’s 
life in the normal course of things.
K. The owner of a brief case lost it.
111. Losing property is the same as abandoning it.
112. Title to the brief case remains with the owner.
113. A finder of the brief case will acquire good title if the owner lost the 
case as a result of gross negligence.
114. The person in charge of the property upon which the case was found 
has rights to the case superior to those of the finder.
115. A finder of the case who takes it into his possession becomes a bailee 
by operation of law.
L. Under certain circumstances personalty may be deemed to be part of real estate. 
Such a conversion of personal property into real property requires
116. Actual annexation of the personalty to the realty.
117. The consent of both landlord and tenant.
118. That the personal property be adapted to the purpose for which the 
realty is used.
119. That the person affixing the property, at the time it is affixed, intends the 
installation to be permanent.
120. That personal property be of material benefit to the realty.
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Number 3 (Estimated time— 20 to 25 minutes)
Instructions
Each of the following numbered phrases or clauses states a legal conclusion as 
it completes the related lettered material. You are to determine whether each of 
the legal conclusions is true or false according to the general principles of law and 
provisions of the Uniform Partnership Act. Write on a separate answer sheet 
whether each conclusion is true or false. Your grade will be determined by de­
ducting your total of incorrect answers from your total of correct answers; if you 
omit an answer it will not affect either total.
Questions to be Answered
A. A partnership can be created by
121. Mutual consent.
122. Estoppel.
123. State statute.
124. Congressional legislation.
125. Operation of law.
B. A competent person can, under ordinary circumstances, enter into a partner­
ship relation with
126. Another competent individual.
127. A corporation.
128. An existing partnership.
129. A trust estate.
130. An unincorporated association.
C. A creditor of a trading partnership would be justified in assuming that Elmer, 
who sells for the firm, is a partner if the creditor knows that
131. Elmer receives 10% of the net profits from all business which he brings 
into the firm.
132. Elmer receives an annual bonus of 10% of the annual net profits of the 
firm.
133. Elmer’s sole compensation is 10% of the annual net profits of the firm.
134. Elmer receives 10% of the gross receipts from all business which he 
brings into the firm.
135. Elmer receives a stated percentage of the profits and bears an equal 
percentage of the losses of the firm.
D. In the absence of an actual partnership, Carl could hold John liable as Frank’s 
partner for an act done by Frank if
136. John told Carl that he and Frank were partners.
137. Frank told Carl that he and John were partners.
138. Frank told Carl, in John’s presence, that he and John were partners and 
John did not deny it.
139. David told Carl that Frank and John were partners.
140. David told Carl, in Frank’s presence, that Frank and John were partners 
and Frank did not deny it.
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E. A limited partnership
141. Can only be formed pursuant to statute.
142. Must have at least one general partner.
143. Gives to a limited partner complete immunity from liability for firm 
debts.
144. Does not limit in any way the liability of a general partner for firm 
debts.
145. Limits the liability of a limited partner to his contribution to the firm 
capital.
F. Under ordinary circumstances property
146. Originally invested into the partnership is partnership property.
147. Acquired with partnership funds is partnership property.
148. Belonging to the partnership can be taken and used by a partner for his 
individual purposes.
149. Belonging to the partnership is considered to be owned by the partners 
as tenants in common.
150. Consisting entirely of real estate may be acquired in the partnership 
name.
G. Arm, Bran and Coe are partners in a firm engaged in the manufacture and 
sale of electrical appliances. Arm signed a 30-day negotiable note with the 
firm’s depository bank in the partnership name. The action was contrary to an 
agreement among the partners. The bank could recover on the note from the 
firm if
151. The note was given in payment for a shipment of toasters purchased by 
the firm.
152. The partnership had paid such notes in the past.
153. The partnership was a CPA firm instead of a manufacturing firm.
154. The proceeds of the note were deposited in a special account held in the 
firm name.
155. The partnership had previously notified the bank that notes given in the 
partnership name must bear the signature of at least two partners.
H. If the partnership agreement contains no applicable provision, partners
156. Have a right to an equal voice in the management of the business.
157. Can deny to an individual partner all participation in the management of 
the business.
158. Can resort to the courts for a settlement of a dispute arising as to 
ordinary matters connected with the partnership business.
159. May grant authority to one partner to manage the business.
160. Must give unanimous consent to the making of a fundamental change 
in the conduct of the business.
I. Edgar, Frank and George are partners in a CPA firm. The partnership will 
be bound by George’s act if George, without the consent of Edgar and Frank, 
should
161. Hire an attorney to defend a malpractice suit against the firm.
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162. Purchase land with firm monies and in the firm name.
163. Submit a partnership claim to arbitration.
164. Enter into an agreement to combine their partnership with another part­
nership engaged in the practice of public accounting.
165. Lease a suite of offices to be used by the firm.
J. Able and Ben are partners in a trading firm. There are no articles of partner­
ship and no oral agreement regarding their rights and duties as between 
them.
166. Each partner owes a duty to disclose to the other all information ma­
terial to the business
167. If Able sells his interest in the partnership to Ben, each owes a duty to 
disclose facts appearing on the books or records of the partnership.
168. Ben will be entitled to wages provided that he spends more time than 
Able in carrying on the business.
169. Either partner can engage in outside business activities which do not 
interfere with the performance of his partnership duties.
170. Able is entitled to interest on any loans he makes to the firm.
K. Martin, Lewis and Davis are partners in a CPA firm. The firm and the other 
partners will be liable if
171. Martin negligently causes an automobile accident while on his way to 
perform an audit.
172. Lewis, in the transaction of firm business, fraudulently induces a third 
person to enter into an agreement.
173. Davis, while on vacation, negligently causes a motor boat accident.
174. Martin intentionally sets fire to Lewis’ home.
175. Davis misappropriates money of a third person held by the firm.
L. The dissolution of a partnership
176. Is tantamount to its termination.
177. Will automatically occur upon the assignment by a partner of his in­
terest in the firm.
178. Will automatically occur upon the death of a partner.
179. Will effectively discharge a partner’s liability in respect to firm debts.
180. Will subject the individual property of a deceased partner for all firm 
obligations incurred while he was a partner, subject to the prior pay­
ment of his separate debts.
Number 4  (Estimated time— 20 to 25 minutes)
On January 15, 1965 Stone and Black concluded an oral agreement concerning 
the sale of Stone’s apple orchard to Black. Payment of the $10,000 purchase 
price and delivery of the deed was to take place on March 15, 1965.
Required:
a. Assume that on February 1, 1965 Black made a $5,000 down payment
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which Stone accepted. On March 15, 1965 Black tendered the $5,000 balance 
to Stone who refused to accept it and offered a return of the $5,000 previously 
paid to him. Will Black succeed in a suit for breach of contract against Stone? 
Explain.
b. Assume that on February 10, 1965 Stone wrote Black a signed letter which 
set forth all material facts and confirmed their oral agreement. On March 15, 
1965, when Black tendered to Stone the $10,000 purchase price, Stone refused 
to accept it and refused to deliver the deed.
1. Will Black succeed in a suit for breach of contract against Stone? Ex­
plain.
2. Assuming that Black has a cause of action against Stone, is the remedy 
of specific performance available? Explain.
c. Assume that on March 15, 1965 Black paid Stone the $10,000 purchase 
price and received a deed to the property. On April 1, 1965 oil was discovered 
on the land. Stone seeks to return the $10,000 to Black and obtain a reconveyance 
of the land on the ground that there had been a mutual mistake of fact concerning 
the presence of oil on the property. Will Stone succeed? Explain.
Number 5 (Estimated time—-20 to 25 minutes)
Part a. Amos was a traveling salesman employed by the Paper Box Corporation. 
His express authority included the solicitation of orders and the collection of ac­
counts. After Amos had worked for the Corporation for five years, he was 
discharged; the fact that he was discharged was published by the Corporation in 
a newspaper of general circulation. Immediately thereafter, Amos called upon 
Richard, an old customer, and collected an account from him. The publication 
by the Corporation had not come to Richard’s attention. He also called upon 
Charles, a new prospect who knew of Amos’ express authority but who had 
never dealt with the Corporation. Amos secured a substantial order from Charles, 
collected the price of the order, sent the order to the Corporation, and disap­
peared. The Corporation delivered the goods to Charles in accordance with the 
order.
Required:
1. Will the Corporation recover if it sues Richard for his account? Explain.
2. Will the Corporation recover if it sues Charles for the agreed price of the 
goods? Explain.
Part b.
1. What is the general rule concerning the rights and liabilities of an undisclosed 
principal and a third person who has entered into a transaction with the agent of 
the undisclosed principal?
2. State four defenses that are exclusively available to an undisclosed prin­
cipal in a suit against him by the third person.
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Number 6 (Estimated time— 25 to 30 minutes)
In connection with the regular annual audit of your client, L. Johnson, you 
examine a number of promissory notes and bills of exchange.
Required:
Comment briefly upon the described provisions in these instruments as to their 
bearing upon negotiability; in each instance the other portions of the instrument 
are in proper form. (Note: Your comments should be based in each instance upon 
an application of both the Uniform Negotiable Instruments Act and the Uniform 
Commercial Code—Article 3, Commercial Paper.)
a. A bill of exchange drawn by Y on Z directs Z to pay $1,000 to the order 
of A and charge this amount to Y’s “Book Fund.”
b. The XYZ Co. (a partnership) signed a note promising to pay $1,000 and 
bearing the notation “limited to payment out of the entire assets of the maker.”
c. X signed a note promising to pay $5,000 or deliver 100 barrels of oil at the 
option of the holder.
d. One of the notes is payable “five days after the death of the maker.”
Number 7 (Estimated time— 20 to 25 minutes)
You have been engaged by Stark Industries, Inc. to examine the financial state­
ments of Murz Corporation for the six months ended June 30, 1965. The man­
agement of Stark Industries, Inc. is negotiating for the purchase of the outstanding 
capital stock of Murz Corporation. The purchase price will be determined, in 
part, by the book value of the stock. Your audit of Murz Corporation’s records 
and books disclosed the following information:
1. The minutes of the December 1964 meeting of the board of directors re­
vealed approval of the employment, to begin January 1, 1965, of John Laurel as 
general manager. Upon further investigation, you determined that Laurel had 
orally accepted the Corporation’s offer of this position which provided for com­
pensation “at the rate of $1,000 per month plus a large percentage of the 
net income before income taxes.” You also determined that no written contract 
of employment was executed.
2. Laurel had vehemently opposed the proposed merger with Stark Industries, 
Inc. and resigned on June 30, 1965. His letter of resignation demanded the pay­
ment of $15,000 as his percentage of the net income under his contract of em­
ployment. He computed the payment as 15% of $100,000. His estimate of the 
net income as $100,000 is close to the Corporation’s actual net income for the 
period before any provision for profit-sharing and income taxes.
3. The management and board of directors of Murz Corporation refuse to 
recognize any liability to Laurel. They were dissatisfied with his services and would 
have discharged him if he had not resigned. Furthermore, they had intended that 
the profit-sharing computation would be very flexible and that the percentage would 
not exceed 5%.
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Required:
a. 1. List four kinds of contracts to which the Statute of Frauds is applicable.
2. What is the basic requirement for contracts to which the Statute of 
Frauds is applicable?
3. What is the legal consequence if a contract to which the Statute of 
Frauds is applicable is not executed in compliance with it?
4. Is the Statute of Frauds applicable to the contract between Murz Cor­
poration and Laurel? Explain.
b. Does Laurel have a cause of action in contract against Murz Corpora­
tion? Explain.
c. Does Laurel have a cause of action against Murz Corporation under 
any other theory of law? Discuss.
d. What professional advice or recommendation, if any, would you give 
to your client in connection with determining if there is a liability to 
Laurel?
Number 8 (Estimated time— 25 to 30 minutes)
Part a. Certain terms appear frequently in legal matters.
Required:
Define each of the following terms:
1. Fungible goods
2. Bulk transfers
3. Sale
4. Bailment
Part b. Oiler, on April 1, delivered 10,000 gallons of soybean oil to the Oil Tank 
and Storage Co. The 10,000 gallons were placed in a tank containing a total of 
150,000 gallons of oil and Oiler was given a receipt for his 10,000 gallons. On 
April 15, Oiler sold 5,000 gallons of the stored oil to Bell. Before any delivery 
could be made to Bell, Zeal, a judgment creditor of Oiler, caused the sheriff to 
make a levy on 10,000 gallons of oil stored in the tank.
Required:
What are the rights of Bell and Zeal? Explain.
Part c. Will is the owner of a typewriter sales and repair store. An acquaintance 
of his, Arthur, came into the store and said that he was interested in buying a 
used typewriter for his son’s use. Will showed Arthur a used typewriter and said 
that its price was $90. Arthur then asked Will if he could take the typewriter to 
show his son and if he liked it, he would contact another typewriter shop to see if 
it was a bargain, assuring Will that he would report back to him within three hours. 
Will entrusted the typewriter to Arthur. Within a half hour Arthur had pawned
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the typewriter for $50 to Curt, who was unaware of any of the preceding events. 
Upon learning these facts, Will made a demand upon Curt for the typewriter, 
which was refused.
Required:
As between Will and Curt, who is entitled to the typewriter? Explain.
EXAMINATION IN THEORY OF ACCOUNTS 
November 5 ,  1965; 1 :30 p.m. to 5 p.m.
All questions are required.
Number 1 (Estimated time— 25 to 35 minutes)
Select the best answer choice for each of the following items and on a separate 
answer sheet write the letter of your answer choice.
An example of the maimer in which the questions should be answered is 
shown in the following illustration:
Question
XX The current asset section of the balance sheet should include
a. Machinery.
b. Cash.
c. Goodwill.
d. Taxes payable.
Answer Sheet
XX b.
1. It is acceptable to recognize benefits derived from the investment credit
a. By crediting a “Contribution to Capital” account.
b. Only over the life of the asset.
c. Only in the year of acquisition.
d. Either over the life of the asset or in the year of acquisition.
2. In a source and application of funds statement, the “Funds Provided” sec­
tion should report
a. The issuance of common stock in exchange for a factory building.
b. Stock dividends received.
c. Repairs to machinery charged to accumulated depreciation.
d. The assignment of accounts receivable.
3. The following item is not a contingent liability:
a. Possible additional compensation payable as the result of a dispute that 
is being arbitrated.
b. Notes receivable discounted.
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c. Accommodation endorsement on customer’s note.
d. Estimated claims under service warranty on products sold.
4. In the conversion of the trial balance of a foreign branch to domestic cur­
rency, the average rate of exchange for the current year should be applied to
a. Home office current.
b. Notes payable.
c. Sales.
d. Accumulated depreciation.
5. Interperiod tax allocation results in a deferred credit (deferred income taxes) 
from
a. An income item partially recognized for financial purposes but fully recog­
nized for tax purposes in any one year.
b. An income item partially recognized for tax purposes but fully recog­
nized for financial purposes in any one year.
c. An income item fully recognized for tax and financial purposes in any one 
year.
d. An income item not recognized for tax or financial purposes in any one 
year.
6. Other things being equal, net income computed by the direct costing method 
would exceed net income computed by an absorption cost method if
a. Units sold were to exceed units produced.
b. Fixed manufacturing costs were to increase.
c. Units produced were to exceed units sold.
d. Variable manufacturing costs were to increase.
7. An accountant who recommends the adjustment of financial statements for 
price level changes should not support his recommendation by stating that
a. Purchasing power gains or losses should be recognized.
b. Historical dollars are not comparable to present-day dollars.
c. The conversion of asset costs to a common-dollar basis is a useful ex­
tension of the original cost basis of asset valuation.
d. Assets should be valued at their replacement cost.
8. A “secret reserve” will be created if
a. Inadequate depreciation is charged to income.
b. A capital expenditure is charged to expense.
c. Liabilities are understated.
d. Stockholders’ equity is overstated.
9. Strict adherence to the entity concept would not permit
a. Using original cost as the basis of asset valuation in financial statements.
b. Using the account form (assets =  equities) of the balance sheet.
c. A parent company taking up on its books its proportionate share of its 
subsidiaries’ profits and losses.
d. Regarding cash dividends as an expense to the corporation.
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10. Small tools and containers used repeatedly for more than a year are classi­
fied on the balance sheet as
a. Current assets.
b. Fixed assets.
c. Deferred charges.
d. Investments.
11. Total stockholders’ equity is not affected by
a. The issuance of a stock dividend (common on common).
b. The creation of a “reserve” for current income taxes.
c. The sale of treasury stock in excess of cost.
d. The declaration of a cash dividend.
12. The conventional break-even chart used by accountants and businessmen 
does not assume
a. That prices will remain fixed.
b. That fixed costs will remain the same irrespective of changes in volume.
c. That some costs are semivariable.
d. That all costs are linear and continuous.
13. Of the following items, the only one which should be classified as a current
liability is
a. A debit balance in a creditor’s account.
b. Estimated future income taxes payable which arise as a result of income 
tax allocations.
c. Unredeemed trading stamps of a stamp-issuing corporation.
d. An accommodating endorsement on a debt issue by a subsidiary company.
14. In the development of accounting data for decision-making purposes, rele­
vant costs are defined as
a. Future costs which will differ under each alternative course of action.
b. The change in total cost under each alternative course of action.
c. Standard costs which are developed by motion and time study techniques 
because of their relevance to managerial control.
d. Historical costs which are the best available basis for estimating future 
costs.
15. Stock warrants outstanding should be classified as
a. Liabilities.
b. Reductions of capital contributed in excess of par value.
c. Assets.
d. Additions to contributed capital.
16. Of the following, the only unacceptable treatment of factory overhead vari­
ances (over- or under-absorbed burden) at an interim reporting date is to
a. Apportion the total only between work-in-process and finished goods 
inventories on hand at the end of the interim reporting period.
b. Apportion the total only between that part of the current period’s pro-
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duction remaining in inventories at the end of the period and that part 
sold during the period.
c. Carry forward the total to be offset by opposite balances in later periods.
d. Charge or credit the total to the cost of goods sold during the period.
17. The primary difference between a fixed budget and a variable (flexible) 
budget is that a fixed budget
a. Includes only fixed costs, while a variable budget includes only variable 
costs.
b. Is a plan for a single level of sales, while a variable budget is several 
plans (one for each of several sales levels).
c. Is concerned only with future acquisitions of fixed assets, while a vari­
able budget is concerned with expenses which vary with sales.
d. Cannot be changed after the period begins, while a variable budget can 
be changed after the period begins.
18. A manufacturing firm limited by its ability to sell and not by its capacity to 
produce should set capacity for the fixed burden rate determination at
a. What the plant can produce if operated 100 per cent of the time with 
no allowances for delays, shutdowns or weekends.
b. Theoretical maximum plant capacity less anticipated capacity losses due 
to unavoidable operating interruptions and lack of sales orders.
c. Theoretical maximum plant capacity less anticipated capacity losses due 
to unavoidable repairs, breakdowns, and shortages of materials or labor.
d. Theoretical maximum plant capacity less anticipated capacity losses due 
to avoidable and unavoidable repairs, breakdowns, and shortages of 
materials or labor.
19. In governmental accounting, an encumbrance is defined as
a. A claim that a governmental unit has upon property until taxes levied 
against it have been paid.
b. An obligation which is chargeable to an appropriation and for which 
a part of the appropriation is reserved.
c. A proportionate share of debts of local governmental units located wholly 
or in part within the limits of the reporting government which must be 
borne by property within the government.
d. Indebtedness represented by outstanding bonds.
20. Stock issue costs that are expected to benefit the corporation for a number 
of years may not be
a. Shown as a reduction of paid-in capital.
b. Shown as an organization cost.
c. Written off directly against paid-in capital.
d. Written off directly against retained earnings.
Number 2 (Estimated time— 25 to 30 minutes)
Superior Manufacturing Company was organized January 1, 1965. During 1965
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it has used in its reports to management the straight-line method of depreciating 
its plant assets.
On November 8 you are having a conference with Superior’s officers to discuss 
the depreciation method to be used for income tax and stockholder reporting. 
The president of Superior has suggested the use of a new method, which he feels 
is more suitable than the straight-line method for the needs of the Company during 
the period of rapid expansion of production and capacity that he foresees. Fol­
lowing is an example in which the proposed method is applied to a fixed asset 
with an original cost of $32,000, an estimated useful life of 5 years, and a scrap 
value of approximately $2,000.
Year
Years of 
Life
Used
Fraction
Rate
Depre­
ciation
Expense
Accumulated 
Depreciation 
at End 
of Year
Book Value 
at End 
of Year
1 1 1/15 $ 2,000 $ 2,000 $30,000
2 2 2/15 4,000 6,000 26,000
3 3 3/15 6,000 12,000 20,000
4 4 4/15 8,000 20,000 12,000
5 5 5/15 10,000 30,000 2,000
The president favors the new method because he has heard that
1. It will increase the funds recovered during the years near the end of the 
assets’ useful lives when maintenance and replacement disbursements will 
be high.
2. It will result in increased write-offs in later years and thereby reduce taxes.
Required:
a. What is the purpose and, hence, the nature of accounting for depreciation?
b. Is the president’s proposal within the scope of generally accepted account­
ing principles? In making your decision discuss the circumstances, if any, under 
which the method would be reasonable and those, if any, under which it would 
not be reasonable.
c. The president wants your advice.
1. Do depreciation charges recover or create funds? Explain.
2. Assume that the Internal Revenue Service will accept the proposed depre­
ciation method in this particular case. If the proposed method were used for 
stockholder and tax reporting purposes, how would it affect the availability of 
funds generated by operations.
Number 3 (Estimated time— 25 to 30 minutes)
Installment sales usually are accounted for by one of the following methods: 
(1) the profit may be recognized as earned in the period of sale; (2) the profit 
may be recognized on a proportionate basis in the periods of collection (commonly 
called the “installment method”).
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Required:
a. Discuss the propriety of the two methods, including in your discussion a 
list of the circumstances under which recognition of profit in the period of sale 
would be preferable to recognition of profit on the installment method.
b. The collection period of an installment sale contract is frequently 24 months 
or longer. Discuss in terms of both methods the presentation of the installment 
contracts receivable on the balance sheet.
c. Deferred gross profit arising from installment sales has been reported on 
the balance sheet variously as a contra or valuation account to installments re­
ceivable, an estimated liability, a part of stockholders’ equity, or a deferred credit.
Discuss the nature and, hence, the appropriate balance sheet classification(s) 
of “deferred gross profit” for an accrual-basis business that uses the installment 
sales method for financial reporting and income tax purposes.
Number 4  (Estimated time—-20 to 25  minutes)
The Paris Company manufactures and sells four products, the inventories of 
which are priced at cost or market, whichever is lower. A normal profit margin 
rate of 30% is usually maintained on each of the four products.
The following information was compiled as of December 31, 1964:
Product
Original
Cost
Cost to 
Replace
Estimated 
Cost to 
Dispose
“Normal”
Selling
Price*
Expected
Selling
Price
A $35.00 $42.00 $15.00 $70.00 $ 80.00
B 47.50 45.00 20.50 95.00 95.00
C 17.50 15.00 5.00 35.00 30.00
D 45.00 46.00 26.00 90.00 100.00
* “Normal” selling price =  original cost ÷  (100% — the normal 50% gross margin rate).
Required:
a. Why are expected selling prices important in the application of the lower- 
of-cost-or-market rule?
b. Prepare a schedule containing unit values (including “floor” and “ceiling”) 
for determining the lower of cost or market on an individual product basis. The 
last column of the schedule should contain for each product the unit value for 
the purpose of inventory valuation resulting from the application of the lower-of- 
cost-or-market rule.
c. What effects, if any, do the expected selling prices have on the valuation 
of products A, B, C, and D by the lower-of-cost-or-market rule?
Number 5 (Estimated time— 25 to 30 minutes)
The increasing amount of fringe benefits has focused the attention of account­
ants on these costs. One of the principal costs is that of pension plans.
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Required:
a. Distinguish between pay-as-you-go and funded pension plans.
b. The total cost of contributions that must be paid ultimately to provide 
pensions for the present participants in a plan cannot be determined precisely in 
advance; however, reasonably accurate estimates can be made by the use of 
actuarial techniques. List the factors entering into the determination of the ultimate 
cost of a funded pension plan.
c. When a funded pension plan is adopted, its total cost to the employer for 
the first year may be apportioned to past-service and current-service cost.
1. Distinguish between these two costs.
2. How should these costs be charged to accounting periods?
3. What should be the balance sheet treatment of these costs if the employer 
must (by contract) accumulate in a trusteed fund enough to guarantee the em­
ployees their benefits upon retirement?
Number 6 (Estimated time— 25 to 30 minutes)
Some corporate financial statements contain provisions for self-insurance.
Required:
a. The substance of provisions for self-insurance may be classified as an esti­
mated liability, contingent liability, or contingent loss. Distinguish between:
1. An estimated liability and a contingent liability.
2. A contingent liability and a contingent loss.
b. Provisions for self-insurance should be treated according to their substance. 
When should they be treated properly as
1. Estimated liabilities? Give an example of a situation to which the treatment 
b applicable.
2. Contingent liabilities? Give an example of a situation to which the treatment 
b applicable.
3. Contingent losses? Give an example of a situation to which the treatment b  
applicable.
c. The Risky Corporation carried the account Reserve for Self-Insurance 
Against Fire between the liability and stockholders’ equity sections of the balance 
sheet. The offsetting charge for the additions to the reserve was made to operations.
1. Di cuss the propriety of this treatment.
2. Explain the treatment you would suggest if asked for a recommendation 
by the management of Risky Corporation.
Number 7 (Estimated time—-25 to 30 minutes)
Process costing typically b used in manufacturing operations with long and 
repetitive production runs producing homogeneous units.
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Required:
a. Accountants frequently use equivalent production in computing per unit 
costs for inventory valuation.
1. Define equivalent production.
2. Why is equivalent production used in computing per unit costs for inven­
tory valuation?
b. Every manufacturing process operates at less than maximum theoretical 
capacity.
1. List the important causes of productivity losses.
2. Distinguish between “normal” and “abnormal” spoilage.
3. What accounting treatment is most appropriate for “abnormal” spoilage?
c. Discuss the propriety of ignoring unavoidably spoiled units in the com­
putation of equivalent production for developing per unit costs. Consider in your 
discussion the possibility that the point of inspection, and hence the identification 
of spoiled units, occurs
1. At the end of the processing sequence in the department.
2. At the beginning of the processing sequence in the department.
3. Throughout the processing sequence in the department.
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Absorption cost method
Net income computed by 298
Accelerated depreciation 
See Depreciation
Accountants’ fees
Incomplete job 248
Unsecured interest-bearing notes 
in payment 179
Accountants’ liability
Constructive fraud and negligence, 
compare 90
In not discovering fraud 42
Negligence 42
Sources of guidance for CPA re­
specting 198
Third party beneficiary 197
To clients 248
To third parties as to skill and care 
in engagement 248
To third parties for negligence 144, 197 
Accountants’ responsibilities
Disclosure of valuation basis of 
assets in statements “prepared 
without audit” and in typical ex­
amination 279
Accounting departments
Functions 25
Internal control 25
Accounting methods
Cash basis 98
Change in, prepare journal entries to
record 112
Vacation pay, change from cash to
accrual basis, effect on financial 
statements 48
Accounting postulates
Development and benefits 48
Accounting practice
Client’s employees, deportment 230
New engagement, ethical problems 74
Sale of, covenant not to compete 40
Accounting principles
Consistency 23
Development and benefits 48
Generally accepted, change from one
principle to another, disclosure 123
Generally accepted, prepare income
statement applying 103
Accounts receivable
Audit program 23
Statistical sampling 235
Accumulated earnings tax 12
Adam corporation 222
Adams, Baker and Crane 14
Additions
Accounting treatment, define and dis­
cuss 96
Adverse opinion
See Opinion 
Advertising
Rule against 24
Agency
See also Principal and agent
Law 138
Aging method
Bad debts 201
Alba nursing home 279
Allowance method
Accounting for bad debts 201
Annuities
Taxable amount 10
Apartment house
Sale of, adjusting journal entries to 
record 217
Ash corporation 228
Assets
Fixed, as gift to corporation, ac­
counting justification for recording 
on books 46
Fixed, as gift to corporation, depreci­
ation and depletion 46
Fixed, current fair value 252
Fixed, items included as part of ac­
quisition cost 96
Fixed, maintaining plant ledger as in­
ternal control procedure 278
Fixed, items included in 44
Intangible, written off against con­
tributed capital 45
Assignment for benefit of creditors
Common law or nonstatutory, re­
quirements 237
Requirements 34
Assignment of right 135
Audit program
Trade accounts receivable, prepare in 
detail 23
Audit testing
Statistical sampling techniques, ad­
vantages of application 27
Statistical sampling techniques, pro­
fessional judgment in applying, dis­
cuss 27
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Auditing standards
Generally accepted, examination 
made in accordance with, impli­
cation 124
Generally accepted, for field work 26, 124 
“Auditors’ certificate”
Misnomer 26
Auditors’ report
Date on 121
Deficiencies, list and discuss 127
Inventory report of outside special­
ists, effect upon type of 279
Azure company 158
Bad debts
Accounting for, allowance method 
contrasted with direct write-off 
method 201
Aging method 201
Percentage of sales method 201
Tax aspects 209
Bailment
Creation of relationship 244
Define 295
Examples 244
Mutual benefit, legal relationship be­
tween principals 41
Problem 295
Balance sheets
Comparative, factors contributing to 
misinterpretation 146
Consolidated, consolidation account­
ed for as pooling of interests, 
worksheet 64, 272
Bankruptcy
Debts proved and allowed against 
estate 35, 239
Discharge 36
Duties of bankrupt 36
Federal bankruptcy act 238
Fraudulent transfers and convey­
ances 34
Involuntary, persons or entities pe­
titioned into 35
Involuntary petition 239
Involuntary petition, who must file 34
Law 237
Offenses, commission of 239
Partner’s, priority of claimants as to
personal property 39
Preference in 36
Priority 36, 238
Provable debts not discharged by 35, 240 
Referee 239
Solvency 239
Trustee 35, 239
Bard corporation 102
Base stock method
See Inventories
Beneficiary trusts
See Trusts 
Betterments
Define and discuss accounting treat­
ment 96
Big company 64
Billings
Accounting 231
Internal control weaknesses 231
Bills of exchange
Negotiability in certain circumstances 294 
Bisto corporation 269
Blood banks
Pints sold and withdrawn, schedule 
computing number 54
Taking and processing blood, accrual 
basis statement of total expense 54
Taking and processing blood, expense 
per pint, schedule computing 54
Board of directors
See Directors
Boiler manufacturing company 180
Bond sinking funds
Methods of classifying on balance 
sheet 148
Bonds
Face and market value 203
Fidelity, purpose of including in in­
ternal control system 278
Payable, conversion to common 
stock 45
Book value
Accounting policies and methods in 
evaluation 46
Current fair value and, difference 252
Define 46
Ownership equities, computation 46
Branches
Home office and branch, prepare co­
lumnar worksheet 158
Income statement 158
Inventories 158
Branden company 25
Breach of contract
See Contracts 
Breakeven chart
Components 204
Relevant range 204
Breakeven point
Sales, for subsidiary, computation 222 
Budgets
Capital expenditure, purposes of in­
cluding in system of internal con­
trol 278
Fixed and variable, difference 300
Bulk transfers
Define 295
Business gifts
As business expense 155
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By-products
Crediting cost of production 251
Value, at point of separation 251
Cap sales company 72
Capital
Contributed and earned, distinction 202 
Contributed in excess of par value,
computation 102
Contributions to, interest due partner 145 
Legal 191
Capital expenditures
Budgeting, purposes of including in 
system of internal control 278
Revenue and, criteria for classifying 146 
Revenue and, distinguish between 146
Revenue and, impact on statements if
improperly classified 146
Capital gains and losses
Gain on sale of apartment house, in­
stallment sale method, computa­
tion 217
Tax aspects 209
Capital stock
See Stock
Capitalization of earnings
Method of estimating current fair 
value, describe 252
Cash
Increase in, statement accounting for 58 
Cash dividends
See Dividends 
Cash flow
Annual, under purchase and rental
plans, schedule showing 173
Define from accounting viewpoint 147 
Net present values under purchase 
and rental plans, schedule com­
paring 173
Cash forecast
Prepare 159
Cash surrender value
Life insurance policies on corporate 
executives, treatment on balance 
sheet 93
Charge and discharge statement, prepare 266 
Charitable contributions
Control over monies received by so­
licitors 73
Donated stock 13
Limitation of corporation’s deduction 12 
Tax aspects 14, 210, 260
Charitable trusts
See Trusts
Checks 79
Child care deductions 13
Claren corporation 230
Classification
Defects regarding, in financial state­
ments 199
Clients
Deportment of client’s staff 230
Coinsurance
See Insurance
Colesar corporation 199
Collective bargaining
Fairness in the bargaining process 193 
Comity loan company 112
Common law artisan’s lien
Elements 194
Right of lien claimant 194
Common stock
See Stock 
Competition
Sale of accounting practice 40
Competitive bidding
Arguments against 24
Government audits 24
Composition agreements 34
Conflict of interests
CPA as officer of company he audits 179 
Connau corporation 66
Conol sales company 105
Consideration 193
Consistency
First audits 23
Recognition in CPA’s report of 
changes affecting comparability of 
financial statements 122
Requirements of standard of report­
ing 91
Statement on, in opinion 23
Consolidated financial statements
See Financial statements 
Contractors
Federal income tax provision and 
liability, schedule showing compu­
tation 61
Independent, injuries sustained by, 
workmen’s compensation benefits 194
Contracts
Applicability of Statute of frauds, 
basic requirement 294
Avoidance on grounds of mental in­
competence 288
Between adult and minor 288
Bilateral, acceptance of offer to enter
into 192
Breach of, confirmation of oral 
agreement 292
Breach of, disability preventing per­
formance 248
Breach of, minor’s liability 245
Breach of, nonadherence to contract
terms 88
Breach of, oral agreement 292
Breach of, unilateral mistake 88
Completed-contract method 45
Discharge from obligation 134
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Fraud as basis for rescission 288
Illegal 287
Illegal partnership 87
In process, computation of estimated
direct costs 61
In process, computation of revenue 61
In restraint of trade 287
Law 133, 192, 287
Mutual mistake 293
Negligence, liability of minor 245
Percentage-of-completion, schedule
showing computation 61
Promissory estoppel 88
Specific performance in enforceable
agreement, suit for 292
Specific performance 193
Statute of frauds, applicability to vari­
ous contracts 40, 294
Substantial performance doctrine, req­
uisites for recovery under 41
Substantial performance doctrine 135, 193 
Third-party creditor beneficiary 287
Third-party donee beneficiary 135
Unilateral 134
Unilateral, promise to pay not evi­
denced by writing 245
Within Statute of frauds 134
Contracts, government
Amount receivable from govern­
ment for material delivered, com­
putation of estimated total 274
Fixed-price-incentive, schedule com­
puting estimated total adjusted 
price 274
Work-in-process inventory at esti­
mated cost, computation 274
Contracts implied in law 193
Contributed capital
Earned capital and, distinction be­
tween 202
Intangible assets 45
Contributions
See Charitable contributions 
Contributions to capital
Interest due partner 145
Copyrights
Define 89
Time period and renewability period 89
Corporate distributions
Taxation 98
Corporations
See also Foreign corporations 
By-laws 82
Charters 190
Creation 81
Defectively formed 190
Directors
See Directors
Dissolution 244
Law 80, 189
Legal entity 189
Partnership agreement with, legal sig­
nificance 247
Powers 82
Preincorporation contract 81
Preincorporation subscriptions, balance-
sheet presentation and legal status 247
President 83
President’s salary, disclosure in state­
ments 230
Promoter’s organization expenses 247 
Promoters 190
Taxable income, computation 66, 103 
Termination 82
Cost depletion
See Depletion
Cost of goods manufactured
Schedule computing 161
Cost of goods sold
Gross profit ratio method, compu­
tation 184
Cost of production report
Prepare 107
Cost systems
Cost standards and related variance 
amounts, audit procedures to de­
termine acceptability 281
Review by CPA, purposes of 281
Cost-volume-profit analysis
Increase in selling price to cover wage 
rise 264
Cottonseed
Average maximum amount to be paid 
per ton, compute 115
Covenants not to compete
See Competition 
Credit
Financial statements for 74
Statements “prepared without audit” 74
Current fair value
Adjusting accounting records to 
show, propriety of 252
And book value, difference 252
Customer billings and remittances
Internal control 231
Damages
Employee’s liability for wrongs com­
mitted at direction of employer 89
Employer’s duty to indemnify em­
ployee 89
Dawn mining company 220
Debtor and creditor
Co-sureties, liability 195
Extension agreement 195
Right of surety, explain 195
Decorator paint co., inc. 261
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Defalcations
Audit procedures applied to company 
records to discover evidence 183
Collusion, audit steps to discover 
evidence of 183
Effect on auditor’s report 184
Effect on financial statements pre­
pared prior to discovery of 184
“Lapping,” audit procedures used to 
uncover 180
“Lapping,” define 180
Deferred maintenance
Accounting treatment, discuss 96
Define 96
Dekline corporation 16
Demand certificate of deposit 79
Dependents
Tax aspects 14
Depletion
Cost, describe 46
Depreciation and cost depletion,
similarities and differences in ac­
counting treatment 46
Fixed assets donated to corporation, 
accounting justification for record­
ing on books 46
Percentage, describe 46
Percentage, origin 46
Percentage, under what conditions
permitted 46
Deportment
Client’s staff 230
Deposit slips
Duplicate, audit procedures to verify 
detail of deposits 180
Duplicate, reliance on, as accounting 
evidence 180
Depreciation
Accelerated 92
Accounting for, purpose and nature
of 300
Charges, recover or create funds, 
explain 300
Cost depletion and, similarities and 
differences in accounting treat­
ment 46
Farm equipment, computation 116-
Fixed assets donated to corporation,
accounting justification for record­
ing on books 46
Fixed or variable cost 203
Machinery and equipment, adjusting
journal entries 75-
Replacement method 92
Retirement method 45
Straight-line method, change from 300
Dieck corporation 210
Direct costs
Contracts in process, schedule show­
ing computation 61
Net income computed by direct cost­
ing method 298
Direct labor 
See Labor
Direct write-off method 
Accounting for bad debts 201
Directors
Board of directors meetings 191
Compensation, legal status 247
Compensation, records examined to
discover authorization for 247
Disclaimers
See Opinion 
Disclosure
Change from one generally accepted 
accounting principle to another 123
Defects in financial statements 199
Events subsequent to date of state­
ments 123
Outstanding stock rights 252
President’s salary 230
Valuation basis of assets, CPA’s re­
sponsibility for statements “pre­
pared without audit” and for a 
typical examination 279
Dissolution
Corporation 244
Partnership 37, 292
Partnership, define and give causes
for 87
Dividends
Cash, computation, five-year summary 6 
Cash, paid to holders of common
stock, compute 6
Cash, paid to holders of preferred
stock, compute 6
Stock, amount of retained earnings
capitalized 94
Stock, define 94
Stock, distinguish from stock split-up 94 
Stock, reasons for declaring 94
Dividends received credit 257
Dollar-value lifo 
See Inventories
Donated stock 
See Stock
Dopern company 214
Druid, City of 19
Du-Rite corporation 159
Earned capital
Contributed capital and, distinguish 
between 202
Earnings per share
Computation of, five-year summary 6 
Education expenses 155
309
Electric cooperatives 
Imprest fund bank account, recon­
cilement 233
Electronic data processing department 
Input controls, characteristics of sat­
isfactory system 235
Plan of organization, characteristics 235 
Encumbrances
Define 300
Engagements
Deportment of client’s staff 230
New, ethical problems 74
Entity concept 91, 298
Equivalent production
Define 303
Per unit costs for inventory valua­
ation, use in computing 303
Report 214
Errors
Effect on opinion 230
Numerous errors found in the books,
steps to be taken by CPA 230
Payroll, action by CPA upon dis­
covery 280
Statistical sampling 235
Estates
Administration expenses, schedule 266
Calculation of accruals constituting 
estate assets 266
Charge and discharge statement 266 
Debts of decedent paid, schedule 266 
Distributions of income, schedule 266 
Executor’s cash account 266
Expenses chargeable to income, 
schedule 266
Gain on disposal of assets, schedule 266 
Holder of life interest estate, duties 89 
Income collected, schedule 266
Legacies paid or delivered, schedule 266 
Life interest, define 89
Personal exemption deduction 12
Remainder in fee, define 89
Taxation 208
Vested remainder in fee, define 89
Ethics
See Professional conduct 
Exchange of stock
See Stock 
Exemptions
Aged parents, tax aspects 10
Extraordinary repairs
Accounting treatment, discuss 96
Define 96
Farming
Estimated income and expense on 
cash basis 116
Fidelity bonds 
See Bonds
Field work
Generally accepted auditing standards
26, 124
Fifo method of valuing inventories 
See Inventories
Finance charges
Unearned portion as current liability 47 
Unearned portion as deduction from 
total contracts receivable 47
Unearned portion as deferred income 47 
Finance companies
Change in accounting methods, pre­
pare formal journal entries to rec­
ord 112
Financial statements 
See also under specific type 
Auditor’s worksheet, journal entries
to correct 105
Comparative, limitations of single­
year statements overcome by use 
of 146
Consistency
See Inventories
Consolidated, exclusion of subsidiary 
from, list conditions 202
Consolidated, treatment of inter­
company profits of consolidated in­
ventories 202
Consolidated, use of other CPA’s un­
qualified report of subsidiary 122
Corrected, prepare auditor’s work­
sheet 156
Defects in terminology, disclosure, 
classification 199
Examination objectives 125
Footnotes, exact wording 228
Footnotes, prepare 180
From inadequate records, prepare 2
Going concern assumption 93
Historical cost 204
Parent and subsidiary, working
papers 222
“Prepared without audit” 74
“Prepared without audit” and typical 
examination, CPA’s responsibility 
to disclose valuation basis of assets 279
“Prepared without audit,” CPA’s re­
sponsibility to disclose method of
valuation 279
Price level changes 204, 298
Reports for credit purposes 74
Single-year statements, limitations 146 
Unaudited 121
Worksheet for preparation 261
Fire insurance
See Insurance 
Fire losses
Friendly and hostile fires 246
310
Insurable interest of lessor and les­
see of building, amount of recov­
ery 197
Loss absorbed by company, compu­
tation 57
Lost gross earnings, computation 57
“Firm offers” 192
First audits
Consistency in auditor’s opinion 23
Fixed assets 
See Assets
Fixed budgets 
See Budgets
Fixed costs
Explain 203
Footnotes
See Financial statements 
Foreign corporations 190
Foreign exchange
Conversion of trial balance from 
pesos to dollars, worksheet 210
Frank manufacturing corporation 214
Fraud
See also Defalcations
Accountant’s liability in not discov­
ering 42
Accountant’s responsibility for detec­
tion 122
Constructive and actual, distinguish 
between 90
Constructive, compare with account­
ant’s liability for negligence 90
Constructive, unqualified opinion 
without verification of accounts re­
ceivable 198
Funds
Bond sinking, methods of classifying 
on balance sheet 148
Imprest fund bank account, reconcile­
ment 233
Municipal, balance sheet worksheet 225
Municipal, worksheet 108
School, prepare journal entries to re­
cord transactions 172
Solicited funds, control over 73
Special assessment, prepare worksheet 19
Fungible goods
Define 295
Garner manufacturing corporation 270
Gelard manufacturing corporation 280
General ledger accounts
Balance at year end, prepare work­
sheet 27
General medical institute 58
Gercken corporation 173
Gifts
As business expense 155
Glatfelt rural electric power corpora­
tion 233
Going concern
Statement of financial position pre­
pared contrary to assumption of 93
Goodwill
Distribution of, in partnership, com­
putation 212
Government audits
Competitive bidding 24
Graphs
Behavior of cost, expense, income or 
valuation amount 249
Graystone electronics corporation 274
Gross profit method
See Inventories 
Gross profit ratios
Computation 184
Cost of goods sold by, computation 184
Gross profits
Change in, analysis accounting 220
Manufacturing costs and, compara­
tive statement 70
Groth corporation 16
Grover manufacturing company 183
Guaranty
Estimated liability for product guar­
anties, adequacy of balance in ac­
count 126
Estimated liability for product guar­
anties, audit program 126
Hardhyt corporation 112
Hardware wholesalers and retailers
Inadequate accounting records 2
Hartrey contractors corporation 61
Heft company 23
Hillcrest blood bank 54
Hiring practices
Internal control 125
Historical costs
Financial statements, preparation on 
basis of unadjusted 204
Holder in due course
Personal defenses 196
Holding companies and subsidiaries
Breakeven point in sales, computa­
tion 222
Consolidated balance sheet, working 
papers 272
Consolidated statements, use of other 
CPA’s unqualified report on sub­
sidiary 122
Consolidated working papers, pre­
pare 20, 222
“Cost” or “legal” basis of account­
ing for investment 45
Subsidiary’s exclusion from consoli­
dation statement, list conditions 202
Hopewell mfg. company 74
311
Implied trusts 
See Trusts
In process contracts 
See Contracts
Inadequate records
Prepare financial statements 2
Incentive compensation plan
Credit to incentive compensation re­
serve, computation 170
Incentive base, compute 170
Net earnings in excess of incentive
base, schedule computing 170
Income
Accounting concept, explain 95
Corrected, schedule computing 156
Net, computed by absorption cost
method 298
Net, computed by direct cost method 298 
Net, understated 93
Realization convention, effect on
valuation of assets 95
Realization convention, significance 
to periodic income determination 95
Taxable, corporation’s, computation 66
Taxable, installment sales method,
schedule computing 171
Taxable, prepare schedule comput­
ing 4, 103
Income and retained earnings statement
Finance company, prepare 112
Income statements
Comparative, factors contributing to 
misinterpretation 146
Generally accepted accounting prin­
ciples, prepare statement applying 103
Income tax
Corporation’s, computation of tax­
able income 66
Liability for, computation 218, 270 
Rental income 8
Sale of gift stock 8
Income tax allocation 91
Independence
CPA as officer of company he audits 179 
Meaning 179
Rules of professional conduct relating
to 179
Unsecured interest-bearing notes in 
payment of fee 179
Indirect labor
See Labor 
Indorsements
Unqualified 33
Insolvency
In equity sense 34
Installment method
Deferred gross profit for accrual- 
basis business, balance sheet clas­
sification 301
Profit recognition 301
Taxable gain on sale of apartment
house, computation 217
Taxable income on, schedule com­
puting 171
Installment sales
Accounting methods of recognizing 
revenue on 47
Allowance for defaulted contracts 
account, schedule computing ad­
justment to 171
Contracts receivable, presentation on 
balance sheet 301
Finance charges, unearned portion, as 
current liability 47
Finance charges, unearned portion, as 
deduction from total contracts re­
ceivable 47
Finance charges, unearned portion, 
as deferred income 47
Profit in period of sale, recognition of 301 
Insurable interest
Corporation’s 285
Fire loss, amount of recovery by les­
sor and lessee of building 197
In insured property, principal pur­
poses of requiring 42
Key employees 42, 196
“Key personnel” doctrine, misrepre­
sentation of age 246
Oral contract, not evidenced by a 
writing 245
Real property 285
Insurance
Coinsurance clause, compute limita­
tion on insurance company’s lia­
bility imposed by 57
Coinsurance clause 138, 286
Contracts 86
Contribution 87
Fire, accountant’s examination of
company’s policies 72
Fire, friendly and hostile fires 246
Fire, inadequate coverage, effect on
CPA’s opinion 72
Fire, inadequate coverage, mention in 
short-form report 72
Fire, personal property subject to 
coverage 87
Incontestable clause 86
statements 86
Insured gross earnings, prepare sched­
ule computing amount 57
Law 84, 136, 284
Life 136, 285
Life, incontestable clause in policy 286 
Life, key personnel, misrepresentation
of age 246
312
Property 137, 284, 286
Reserve for self-insurance against
fire, treatment in balance sheet 303
Self insurance, provisions for 303
Insurance companies 136, 284
Insurance law
Provisions 285
Insurance policies
Fire 86
Insurable interest in key employee 156
Physical and constructive delivery of 
policy 196
Insurance proceeds
Tax aspects 208
Interest
Legal rate 78
Maximum lawful rate 78
Nominal and effective, distinguish 
between 203
Usurious 78
Internal control
Accounting department 25
CPA’s review of system, purposes of 73
Customer billings and remittances, 
weaknesses 231
Elements and basic characteristics of a 
system of 73
Fidelity bonding of employees, func­
tions and purposes 278
Hiring practices 125
Mail remittances 278
Payroll procedures 125
Plant ledger for fixed assets 278
Purchasing department 25
Weaknesses in, discuss 25
Internal control questionnaires
Weaknesses in internal control 175
Inventories
At standard cost and actual cost, 
schedule comparing computation 
of ending 161
Base stock method 45
Branches 158
Consolidated, treatment of inter­
company profits in consolidated 
statements 202
“Cost” as applied to valuation, de­
fine 149
Direct labor in, computation of 1
Disclosure of purchases ordered at
balance sheet date for future de­
livery 43
Dollar-value lifo cost method, com­
putation 265
Fifo basis, schedule of number of 
units manufactured, unit costs and 
amounts 269
Finished goods inventory at the lower 
of cost or market, computation 161
Gross profit method 43
Lifo cost, computation of, under
retail inventory method 265
Lower of cost or market 92
Lower of cost or market, arguments
against use 149
Lower-of-cost-or-market rule, ex­
pected selling prices in applica­
tion of 302
“Market” as applied to valuation, de­
fine 149
Physical, computation of corrected 1
Physical, gross profits ratios, compute 184
Physical, observation of, other pro­
cedures 124
Physical, observation of, purposes 279
Physical, test counts of quantities
during observation 279
Pricing, deferred until end of ac­
counting period, state method 43 
Reserve for possible future market
decline 45
Retail method, accounting theory on
treatment of net markdowns and 
markups 48
Retail method, advantages 48
Retail method, conditions which may
distort results 48
Retail method, description and ac­
counting features 48
Retail method, schedule computing 265 
Slow-moving or obsolete, auditing
procedures 132
Total amount, compute 105
Work-in-process, an estimated cost,
computation 274
Work-in-process, computation 214
Work-in-process, overstated 94
Year-end computation 1
Inventory certificate
Information included 74
Outside specialists, CPA’s reference
to, in short-form report 279
Outside specialists, effect upon type
of CPA’s report 279
Outside specialists, reliance on, by
CPA 279
Persons qualified to sign 74
Reasons for obtaining 74
Refusal of client to sign, effect on
audit program and opinion 74
Investment credit
Benefits 297
Excess over income tax liability 206
Machinery and equipment, adjusting
journal entries 75
Methods of accounting, effect on peri­
odic income determination 254
313
Investments
Current or noncurrent assets, criteria 
for classifying 148
Invoices
Typed, procedures employed in ex­
amination of audit samples 282
Jarman corporation 63
Joint costs
Amount of, included in ending in­
ventory valuation on basis of phys­
ical units 251
Amount of, included in ending inven­
tory valuation on basis of their 
relative sales volume 251
Jones furniture company 2
Judgment
Statistical sampling techniques to 
audit testing, discuss decisions in­
volving 27
Kelley-Thomas company 2
Key-man insurance
See Insurance
Kissena corporation 46
“Kiting”
Audit procedures used to uncover 180 
Define 180
Kowal manufacturing company 125
Labor
Direct and indirect, reasons for dis­
tinguishing between 47
Direct, define 47
Direct, in inventory, computation 1
Indirect, define 47
Overtime direct, costing methods of
accounting for premium costs 48
Land
See Real estate 
“Lapping”
Audit procedures used to uncover 180
Define 180
Larnaca, City of 108
Law practice
Income, computation 118
Partners’ capital account, statement 168
Leased equipment
Examination of asset account, audit 
procedures 232
Leases
Long-term, effect on financial state­
ments, of recording liabilities on 
books of lessee 94
Long-term, provisions indicating lease 
is purchase of property 94
Percentage, audit procedures verify­
ing total annual sales 277
Percentage, auditor’s report 277
Restoration expenditures at ter­
mination, accounting treatment 95
Leash, P. K., company 46
Legal capital 
See Capital
Liabilities
Contingent and estimated, distin­
guish between 303
Contingent liability and contingent 
loss, distinguish between 303
Current 299
Noncontingent 297
Unsecured, computation of estimated
settlement per dollar 112
Liability of accountants 
See Accountants* liability
Liens
Common law artisan’s lien, elements 194 
Common law artisan’s lien, right of
lien claimant 194
Life insurance 
See Insurance 
Life interest
Define 89
Lifo
See Inventories 
Liquidations
Estimated settlement per dollar of 
unsecured liabilities, compute 112
Partnerships, schedule of cash pay­
ments 15
Statement of affairs 112
Little company 64
Long-form reports 
See Reports
Lower-of-cost-or-market rule 
See Inventories
Lowman paint company 48
Lumber dealers
Incorporation of business 110
Lumber manufacturers
Variances from standard costs 2
Luxury sales company 171
Machinery and equipment
Audit procedures in examining asset 
account representing leased equip­
ment 232
Book value and current fair value, 
difference 252
Depreciation and investment credit, 
adjusting journal entries 75
McLean processing company 70
Mail remittances
Internal control procedure 278
Make or buy
Comparison of total costs 17
Mantis manufacturing company 107
Manufacturing costs
Cost of goods, schedule computing 161
Gross profit and, comparative state­
ment 70
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Marcia company 68
Margul corporation 218
Medical deductions
Tax aspects 208, 259
Mergers
Consolidated balance sheet worksheet 64 
Distribution of stock 16
Exchange of stock 16
Journal entries 16
Ratio of stock distribution, compu­
tation 16
Meyers pharmaceutical company 282
Mining
Change in gross profits, analysis ac­
counting 220
Modem department store 26
Moss company 126
Moving expenses
Tax aspects 208
Municipal
Balance sheet for funds, worksheet 225
Bond funds, prepare worksheet 108
Estimated with actual revenue, en­
cumbrances and expenditures with 
appropriations and other authoriza­
tions, prepare worksheet 69
Funds 93
General bonded debt and interest
fund, prepare formal adjusting 
journal entries 108
General fixed asset funds, prepare 
formal adjusting journal entries 108
General fund, prepare formal ad­
justing journal entries 108
Special assessment fund, prepare 
worksheet 19
Mutuality of obligation 193
Negligence
Accountant’s liability for, and lia­
bility for constructive fraud, com­
pare 90
Accountant’s liability to third par­
ties 144, 197
Employee’s eligibility for workmen’s 
compensation 194
Fraudulent accounts, failure to de­
tect 197
Unqualified opinion without verifying 
accounts receivable 198
Negotiable instruments
See also under specific type 
Unauthorized completion of incom­
plete instrument 196
Undisclosed principal, liability 88
Uniform negotiable instruments law 29
Net income
See Income
Net profit
Negotiation of long-term contract on 
commission basis 221
Net worth
Outstanding stock options and, com­
putation 102
Newfield corporation 103
Nihill, Town of 225
Nonprofit organizations
Blood banks, accrual basis statement 
of total expense 54
Blood banks, schedule computing ex­
pense per pint 54
Blood banks, schedule computing 
number of pints sold and with­
drawn 54
Increase in cash, statement account­
ing for 58
Novation 133
Objectivity
Explain 48
Offers
Acceptance of, to enter into bilateral 
contract 192
Remedy of specific performance 142
Revocation 192
Revocation, letter of, ineffective 245
Revocation prior to acceptance 142
Silence by offeree 135
Time of, according to common law 245
Time of, according to Uniform com­
mercial code 245
Officers’ salaries 
See Salaries
Oil dealers
Corrected financial statements, pre­
pare auditor’s worksheet 156
Corrected income, schedule comput­
ing 156
Oil wells
Income from, schedule showing 118 
Opinion
Adverse, define 72
Adverse instead of qualified, in cer­
tain circumstances 123
“Auditors’ certificate,” deficiencies 26 
Consistency, statement on 23
Dating 26
Disclaimer of, define 72
Effect of substantial errors on 230
Objective of examination of finan­
cial statements 125
Piecemeal, relationship to other types
of opinion 72
Qualified, define 72
Unqualified, conditions under which
CPA may express an 72
Unqualified, without verification of
accounts receivable 198
315
Options 192
See also Stock options
Organization expenses
Deduction for 155
Promoters’, legal status 247
Other procedures
Physical inventories, observation of 124
Overhead
Element of cost of fixed assets con­
structed by company for its own
use 96
Factory, unacceptable treatment of, 
at interim reporting date 299
Over- or underabsorbed, compute 
amount 1
Under-or-overapplied, schedule 214
Overtime direct labor costs
See Labor
Paris company 302
Parol evidence rule 134, 192
Partnership agreements
“Interest to be allowed on invested 
capital” 96
With corporation, legal significance 247 
Partnership name 187
Partnerships
Admission of new partner 92
Assignee of partner’s interest 38
Bankruptcy of partner, priority of 
claimants as to personal property 39
Cash distribution schedule in wind­
ing up affairs 14
Cash settlements between partners, 
computation 212
Commitments by individual partner 38
Contribution to capital, partner’s de­
mand for interest on loan 145
Creation 290
Dissolution 37, 189, 292
Dissolution, define and give causes for 87
Dissolution, effect on partners 87
Dissolution notice 37
Existence of 37
Goodwill, distribution 212
Illegal 87
Inadequate records, prepare finan­
cial statements from 2
Liability of firm and partners 292
Liability of incoming partner 38
Limited 291
Liquidation, cash payments schedule 15
Merchandising, acts requiring unani­
mous consent of partners 39
New, opening balances, prepare 
worksheet 212
Partners’ capital accounts, prepare 
statement 168
Partner’s interest 187
Profit and loss sharing arrangements,
discuss 95
Retiring partner 188
Right of partner to formal account­
ing of affairs 39
Salary and bonus allowances as
charges to operations, arguments 
for 96
Salary and bonus allowances as ex­
penses, arguments for 96
Stock in partnership name, pledged 
as collateral by partner 145
Taxation 97
Trading and nontrading, distinguish
between 145
Uniform partnership act 36, 186, 290
Patent infringement claim 
Accounting treatment 95
Patents
Define 89
Time period and renewability
period 89
Payroll taxes expense
Balance at year end, prepare work­
sheet 27
Payroll taxes payable 
Employer, balance at year end, pre­
pare worksheet 27
Payrolls
Errors, action by CPA upon dis­
covering 280
Internal control 125
Pension plans
Allocation of corporation’s contribu­
tion to each participant 63
Allocation of income and forfeitures 63 
Corporation’s contribution, schedule 
computing 63
Funded and pay-as-you-go, distin­
guish between 302
Funded, factors in determination of 
cost 302
Past service and current service costs, 
balance sheet treatment 302
Past service and current service costs, 
distinguish between 302
Past service and current service costs, 
how charged to accounting periods 302 
Vested interests of participants ter­
minating employment 63
Percentage depletion 
See Depletion
Percentage leases 
See Leases
Percentage-of-completion contracts 
See Contracts
Percentage of sales method 
Bad debts 201
Personal property law 287
316
Physical inventories
See Inventories 
Piecemeal opinion
See Opinion
Pine lumber company 110
Plant ledgers
Maintaining as internal control pro­
cedure 278
Plant tours
Benefits to CPA in conducting audit 132 
Point of sale
Timing of revenue recognition 251
Pooling of interests
Consolidated balance sheet, work­
sheet 64, 272
Requirements 45
Preferred stock
See Stock
Preincorporation contracts 81
Preincorporation subscriptions
Balance sheet presentation and legal 
status 247
“Prepared without audit”
See Financial statements 
Price-level changes
Adjusting financial statements 204
Adjustments of specific goods and
services and adjustments in gen­
eral purchasing power, distinction 204
Principal and agent
Agency coupled with interest 41
Binding principal to third persons 41
Liability of agent for loss 41
Liability of undisclosed principal on
negotiable instrument 88
Notice of termination 41
Revocation of agent’s authority by
principal, notice to third persons 293
Undisclosed principal and third per­
son, rights and liabilities 293
Undisclosed principal, suit by third 
person, defenses available 293
Priority in bankruptcy
See Bankruptcy 
Privileged communications
Accountant-client relationship, com­
mon law rule 143
Common types of relationships 143
Explain meaning 143
Recognition as valid reason for ex­
clusion of evidence, policy factor 143
Privity
Legal argument to avoid liability 197
Probability sampling
Error rate exceeding predetermined 
confidence level, discuss course of 
action 27
Process costs 303
Productivity losses
Causes 303
Products
Contribution to profit by unit 68
Contribution to profit per labor dol­
lar 68
Equivalent units and costs incurred
per unit, computation 269
Estimated liability for product guar­
anties, adequacy of balance in ac­
count 126
Estimated liability for product guar­
anties, audit program 126
Hours required to product estimated 
sales units 68
Inventories on fifo basis, computa­
tion 269
Manufacturing costs and gross pro­
fits, comparative statement 70
Units lost, computation 107
Professional conduct
Advertising, reasons for supporting 
rule against 24
CPA as officer of company he audits 179 
Competitive bidding, arguments
against 24
Competitive bidding, government
audits 24
Employment offer to employee of
other CPA 131
Independence, meaning 179
Independence, rules 179
New clients, ethical means of ob­
taining 24
New engagement 74
Professional corporations 131
Profession’s adoption of code, reas­
ons for 131
Unsecured interest-bearing notes in
payment of fee 179
Professional corporations 
Arguments supporting ethics rule that 
CPA firm cannot be a corporation 131
Promissory estoppel 
Primary importance in relation to
law of contracts 88
Requirements to establish 88
Promissory notes
Negotiability under certain circum­
stances 294
Negotiable 30, 32
Promoters’ organization expenses
Legal status 247
Records to be examined to discover
authorization for 247
Property
Personal 289
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Property insurance
See Insurance 
Proprietorships
Incorporation 110
Public utilities
Imprest fund bank account, recon­
cilement 233
Punched cards
Auditing 282
Purchase or rent plans
See Rent or purchase plans 
Purchasing departments
Functions 25
Internal contrpl 25
Qualified opinion
See Opinion 
Quasi contracts
Cause of action in 294
Ratios
As over-all checks in auditing, ad­
vantages 278
As over-all checks on balance sheet 
accounts and related nominal ac­
counts 278
Changes in, as compared to prior 
year’s, reasons for 278
Real estate
Options, cost of 146
Real estate brokers 242
Realization convention
Periodic income determination 95
Valuation of assets 95
Reasonable care
Accountant’s liability in not discov­
ering fraud 42
Reconciliations
Imprest fund bank account 233
Receipts, disbursements and bank ac­
count 129
Rees company 170
Relevant costs
Define 299
Remainder in fee
Define 89
Rent
Advance, reporting for tax purposes 8 
Rent or purchase plans
Estimated annual income from com­
puter under both plans, schedule
comparing 173
Net present values of cash flows
under both plans, schedule com­
paring 173
Repairs
Extraordinary, accounting treatment 96 
Extraordinary, define 96
Replacement cost
Current fair value, method of esti­
mating 252
Replacement method of depreciation 
See Depreciation
Replacements
Accounting treatment, define and dis­
cuss 96
Reports
See also Auditor’s report 
Long-form, including wording of short-
form type of opinion 122
Short-form, after client’s adoption of
recommended footnotes, prepare 228 
Short-form, circumstances not requir­
ing deviation from 123
Short-form, inventory certificate of
outside specialists 279
Reproduction cost
Current fair value, describe method 
of estimating 252
Retail method of inventories 
See Inventories
Retained earnings
Audit procedures 180
Capitalized amount in connection with
stock dividend 94
Date, following quasi-reorganization 45 
Principal items reducing amount of 202 
Reasons for verifying 180
Retained earnings reserves
Purpose of creation 44
Retirement income credit 
Limitation of amount 13
Retirement method 
See Depreciation
Revenue expenditures
Capital expenditures and, distinguish
between 146
Revenue recognition 
Timing of, during production and
when cash is received 251
Timing of, point of sale as basis 251 
Ridgedale, Town of 69
Robinson company 231
Safe deposit box
Examination of securities in 228
Salaries
Officers’, legal status 247
Officers’, records examined to dis­
cover authorization for 247
President’s, disclosure in financial
statements 230
Salary expense
Balance at year end, prepare work­
sheet 27
Sale
Define 295
Sale of a business
Valuation of common stock, factors 46
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Sales “on approval”
Liability of parties involved 247
Sampling
See Probability sampling 
Statistical sampling
Schools
Current operating cost per pupil, 
regular and vocational, compute 268
Funds 172
Funds obtained from local taxation, 
estimated total, computation 268
Tax rate of school district, compu­
tation 268
Scoopa company 17
Secret reserves
Creation of 298
Securities
Examination of, in safe deposit box 228
Investing in, reasons for 148
Net loss on sale 256
Securities act of 1933 191
Self-employed
Earnings taxable 13
Self-insurance
See Insurance 
Selling prices
Application of lower-of-cost-or-
market rule 302
Effect on valuation of products by 
lower-of-cost-or-market rule 302
Increase in, necessary to cover wage 
increase, computation 264
Shopping centers
Treatment of costs in accounts 253
Short-form reports
See Reports
Sick pay 100, 163, 259
Sinking funds
Bond, methods of classifying on bal­
ance sheet 148
Skelton fuel company 156
“Skill and care”
Accountants’ liability to third parties 248 
Smith equipment corporation 232
Smoky mountain mfg. company 75
Soo company 27
Source and application of funds state­
ment
Formal, prepare 214
“Funds provided” section 297
Lease capitalization 94
Uses of, discuss 147
Southern cottonseed company 115
Specific performance
See Contracts 
Spendthrift trusts
See Trusts
Spoilage
“Abnormal,” accounting treatment 303 
“Normal” and “abnormal,” distin­
guish between 303
Unavoidably spoiled units in compu­
tation of equivalent production 303 
Standard costs
Advantages 148
Define 148
Variances from, schedule of 2
Variances, method of treating, argu­
ments 148
Standard mercantile corporation 159
Statement of affairs
Prepare 112
Statistical sampling
Accounts receivable 235
Advantages to audit testing, explain 27 
Benefits to CPA 235
Errors in sample 235
90-day accounts 235
Professional judgment decisions in
applying techniques to audit test­
ing 27
Statute of frauds
Applicability to various kinds of con­
tracts 40, 294
Basic requirement for contracts to 
which statute is applicable 294
Contracts within 134
Purpose of, explain 40
Stenger corporation 221
Stock
Capital, audit program for examina­
tion of the account 180
Common 83, 243
Common, cash dividends paid to
holders, computation 6
Common, current equivalent number
of shares outstanding, schedule 6 
Common, earnings per share, com­
putation 6
Common, outstanding shares, sched­
ule computing 6
Default by subscriber after paying
part of subscription price, methods 
of accounting 147
Distribution in merger 16
Donated to church, tax aspects 13
Exchange of, based on current market
value, computation 261
Exchange of, based on net book
value, computation 261
Exchange in merger 16
Preferred 190
Preferred, cash dividends paid to
holders, computation 6
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Preferred, outstanding shares, sched­
ule computing 6
Purchase and sale, gain or loss, tax 
aspects 9
Ratio of distribution in merger 16
Sale of gift stock, reporting for tax
purposes 8
Subscriptions receivable, traditional
treatment 147
Treasury, purchase or sale price, rec­
ognized as a profit or loss 202
Watered 93
Stock certificates 81
Stock dividends 
See Dividends
Stock issue costs 300
Stock options
Outstanding, and net worth, compu­
tation 102
Stock rights
Outstanding, disclosure in financial
statements 252
Price issued in relation to current 
market price 252
Use of 252
Stock split-ups
Stock dividend and, distinguish 94
Stock warrants
Classification of 299
Stockholders
Rights 189
Rights, common stock shareholder 191
Stockholders’ equity 299
Subrogation
Life insurance 246
Right of surety 195
Subsidiaries
See Holding companies and subsidi­
aries
Substantial performance doctrine
Construction contracts 135, 193
Construction contracts, requisites for
recovery 41
Sundex corporation 6
Surety
Compensated and noncompensated 40
Cosureties, contributive share 195
Cosurety relation 286
Creditor’s rights against 195
Defense available against creditor 286
Law 84, 243
Subrogation 195
Tax allocation
Interperiod, deferred credit 298
Tax refunds
Claim for prior year’s taxes, account­
ing treatment 95
Tax returns
Consolidated, requirements for filing 150 
Joint 98, 205
Terminology
Defects, in financial statements 199 
Testing
See Audit testing 
Title
Goods destroyed by fire after sale and
before pick-up, liability under Uni­
form sales act and Uniform com­
mercial code 246
Goods obtained by fraud 144
Theft of goods 144
Trade acceptances
Negotiable 30
“Trading on the equity”
Meaning 94
Traveling expenses
Tax aspects 208
Treasury stock
See Stock 
Trusts
Beneficiary 240
Charitable 241
Implied 241
Spendthrift 241
Trustee 240
Tuck company 129
Ultra vires act 82
Uniform negotiable instruments
law
Uniform partnership act 36, 186, 290 
Unilateral contracts 134
Unit costs
Output divisor for, computation 107
Unqualified opinion
See Opinion 
Usury
Define 78
Vacation pay
Cash to accrual basis, effect on finan­
cial statements 48
Variable budgets 
See Budgets
Variable costs
Explain 203
Vested remainder in fee
Define 89
Victoria school district 268
Wage increases
Selling price increase to cover 264
Wages
Gross, per books and per auditor’s 
calculations, compare 280
Watered stock 
See Stock
Wayne mfg. co. 1
320
Whitewall appliance company 
Wholesalers
Cash forecast, prepare 
Work-in-process inventories
See Inventories 
Working papers
Consolidated, prepare 
Ownership
47 Ownership, explain reasons 90
Ownership, restrictions on 90
159 Workmen’s compensation
Eligibility for, in gross negligence 194
Independent contractor, injuries sus­
tained by 194
20 Young manufacturing corporation 127
248 Zuba mfg. company 57
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